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» EDITORIAL « 





In This Issue 


In this issue of “Cost and Management” are published the papers 
presented at the Annual Meeting of The Society of Industrial and Cost 
Accountants of Canada and The Society of Industrial and Cost Accountants 
of Ontario. 

There were two technical sessions held at the Conference of the Ontario 
Society in Windsor and one at the Conference of the Dominion Society 
in Quebec City. The general theme for the three technical sessions was 
“Financial Statements” and in each case the papers were presented by 
men prominent in academic, commercial and industrial fields. In addition 
to papers presented at the technical session, this issue also contains the 
address as given by Mr. Gordon A. Ross at the Annual Dinner of the 


Dominion Society. 


A NOTE ABOUT THE AUTHORS 


The author of the paper‘ ‘Economic Problems of Our Time,” 
Mr. Gordon A. Ross, has been prominent for many years in the business 
life of the Province of Quebec. He is President and General Manager 
of Ross Corsets Limited of Quebec City and is very active in the work 
of the Canadian Manufacturers’ Association being Chairman of the Quebec 
branch, Director and member of the Executive Council on the Dominion 
Board. 

Mr. J. A. Fuller, author of the paper “Presentation of Company Infor- 
mation to Shareholders and Employees,” is Vice-President and Director of 
Shawinigan Water and Power Company; Vice-President and Director, 
Shawingan Chemicals Limited; Vice-President and Director, Quebec Power 
Company; ‘Secretary-Treasurer of Canadian Resins and Chemicals Ltd.; 
Director of United Securities Ltd.; Director, Shawinigan Resins Corporation, 
Springfield, Mass. Mr. Fuller is a graduate of Princeton University (B.A., 
1924), and holds the R.I.A. from the S.I.C.A. of Quebec. He joined the 
Shawinigan Chemicals Ltd. in January, 1937, as Secretary and since that 
time has received his appointments with the Shawinigan Water & Power 
Company and Subsidiaries. Mr. Fuller is also a member of the Advisory 
Committee, School of Commerce, McGill University and it is interesting 
to note that the Shawinigan Water & Power Company was awarded the 
Oscar for the best Financial Report in the Public Utilities Field. 

Mr. J. M. Thompson presented the paper entitled “Presentation and 
Form of Financial Statements” at the Ontario Annual Meeting in Wind- 
sor. Mr. Thompson is a Chartered Accountant having served for a period 
of eleven years with the firm of Clarkson, Gordon, Dilworth & Nash. 
In 1940 he was appointed as Assistant Comptroller of The Canadian 
Westinghouse Company Ltd., and in 1945 he was appointed to Comptroller. 
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NEW MEMBERS 


He is a member of the Torch Club, the Controllers Institute of America 
and the International Institute of Foreign Affairs. 

Professor W. A. Paton is author of the article entitled “Analysis of 
Financial Statements.” He is a graduate of the University of Michigan 
and he received his M.A. in 1916 and Ph.D. in 1917. He holds the 
C.P.A. certificate issued by the State of Michigan and received the degree 
Doctor of Letters (Litt.D.) at Leigh University in 1944. He has been 
assigned to the teaching staff of several Universities in the United States 
and is at present Professor of Economics, College of Literature, Science and 
the Arts, Professor of Accounting and member of the Executive Committee, 
School of Business Administration, University of Michigan. He has written 
several books, monographs and articles and is the editor and principal 
contributor of the widely known ‘Accountants’ Handbook.’ Professor 
Paton is recognized throughout the United States and Canada as an au- 
thority on accounting theory and practice. 


New Members 
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Wm. A. Temple, International Business Machines Company Ltd., 
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Economic Problems of Our Time 
By GORDON A. ROSS, 


President and General Manager of Ross Corsets Limited. 


That August night in 1914 when Britain declared war on Germany, 
Lloyd George, with some members of the British Cabinet waited hour after 
hour for the reply to the British ultimatum. They sat waiting for “Big 
Ben” to strike the hour when the ultimatum would expire. At last there 
fell upon their ears the deep boom of “Big Ben” as it sounded the midnight 
hour, and the Prime Minister’s voice—heavy with emotion—uttered the fatal 
words, “It’s War!” As the great boom of “Big Ben” came through the 
midnight air it sounded like doom. 

In the intervening years since that fateful night in 1914 many thought- 
ful men have wondered, as Lloyd George did, whether he may not have 
heard correctly. Was it the beginning of doom to our whole accepted 
system of life which apparently had collapsed so disastrously? Was it the 
beginning of a decline in the system of private enterprise? Was it the 
beginning of a transition from private enterprise to socialism? Was it the 
entrance of a new era in world history in which governments were to take 
control of a large part of our daily life? 

At this juncture of Canadian history, there are one or two question 
marks that hover. I approach public discussion of the many ‘Economic 
Problems” with some apprehension. However, opinion must be free, and 
since the propagandist, the pressure group, the purveyor of economic nos 
trums delight in the turgid waters of critical days, it may not be imprudent 
for the ordinary business man to interject the hard truth with full plain 
ness to help preserve the balance in public thinking in co-operative defence 
The topic of my talk is ‘Economic Problems of Our Time.” 

The people of every. age believe they have entered into an unparalleled 
new era. Men have thought that every decade in the last century was a 
new age. Important things did happen, but nothing to greatly disturb 
expanding capitalism and industrialism which were beginning then their 
giant forward strides that were to dominate life for a century. 

A generation ago a philosopher wrote, “It has been the function of 


the last 100 years to liberate men; it will be the function of the 20th century 


to control.” As we look back over recent years, it may seem that a pr« 
found truth was uttered in that concise prophesy. Everywhere we are now 
witnessing a struggle in which men are being compelled to choose, not 
only between nations, but also within nations themselves, whether they wish 
to live and work under a “Controlled or Free Economy.”’ 

The situation in the world to-day is not primarily the result of the 


natural difficulties which follow a great war. It is chiefly due to the fact 
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that one nation has not only refused to co-operate in the establishment of 
a just and honourable peace but—even worse—has actually sought to pre- 
vent it. The world is not one now! Two worlds are to-day engaged in a 
struggle for supremacy. In the past we have had conflicting worlds but 
for perhaps the first time in Human History the struggle reaches into all 
nations of the entire globe and is narrowed to two major philosophies of life 


There are some students of History who believe that when the record 
of those two World Wars is written it will say that the single greatest change 
has been the trend from ‘Personal’? Freedom and Private Enterprise to 
Government Control and Socialization” in many parts of the world. 

Is civilization perhaps approaching one of those long winters that 
overtake it from time to time? There are “Cries” in the night of a desperate 
humanity in Europe. There are fitful tossings of the human spirit as it 
dreams of a finer life and a more fruitful use of its resources. The human 
spirit beats against the bars in many parts of the world to-day, and there 
is a mood of weariness. 


Two wars in 25 years with their huge debt, unbelievable human suf- 
fering, and incredible industrial dislocation and destruction have brought 
us economic problems of great magnitude. Specifically, what are some 
of the problems which confront us to-day? Time permits examination of 
only two or three of them, and we shall consider them in the spirit of 


> 


the Biblicai injunction which tells us to “come and reason together.’ 


First, there is the problem of the large Federal Debt. The total federal 
debt rose from 2 billion 850 milllion dollars on March 31st, 1935, to over 
12 billion 378 million dollars on March 31st, 1948. It is difficult for the 
individual to comprehend the vastness of this sum. A debt of almost 3 
billion dollars in 1935, which debt we then considered large in relation 
to our past, was equal to $262 per person. 

The present debt is equal to about $1,037 per person, or $4,147 for 
each family of four persons. 

To see clearly what this problem means, multiply the present debt of 
approximately $1,037 per person by the population of your own com- 
munity and you have the approximate share of the total debt for which 
your city would be responsible on a population basis. If you will multiply 
this figure by 2%, the estimated interest charge, you will obtain the annual 
interest cost, on the basis of the population of your community, exclusive 
of amortization of the principal. 

The interest alone would send thousands of young men and women to 
college and provide them annually with sufficient to spend. The interest 
charges alone of the present debt would provide a very substantial fund 
for each of the several Canadian universities and colleges. 

Of still further concern to us is the current federal budget, and I do 
not think anyone will deny that the Honourable Douglas Abbot is entitled 
to a measure of confidence and approval for his basic policy in the man- 
agement of Canada’s Financial Affairs, but bitter disappointment is felt 
with too stiff a dose of economic realism. ‘All the rivers run into the 
sea, but the sea is never full.” This Biblical statement appears to be descrip- 
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tive of government. Their wealth is acquisitive, insatiable, and concerned 
with an endless sheet of accounts receivable. 

We are loaded with myriad forms of taxation—Ad Valorem, Incom: 
Sales, Gift, Excise, Inheritance, etc.—and the pyramided consequences of 
all these taxes, applied to the goods and services of those who produce, 
process, transport and distribute the commodities and services necessary} 
to living—and even to death, render all our resolute and constructiv: 
effort ineffective. 

The ordinary Government expenditures last year were 375% above 
those of 1940—a war year. 

1938-39, a peace year, estimate of expenditures approximated $419 
million dollars. 

Preliminary estimate for this year reach 1 billion, 985 million dollars 
—and will be higher when the supplementaries are included. 

A breakdown reveals, roughly, that 832 million dollars of the increase 
is directly attributable to the war and 738 million dollars represents an 
increase in annual spending by the ordinary peace-time departments. 


’ 


Staggering under this “Cross of Taxation,” whose intricacies and com 


plications not only balloon the burden and its impact, but so bewilder the 
taxpayers, as to render them almost helpless in understanding and action, 
we must advocate and vigorously defend control of government expendi 
tures so that private enterprise can survive. We simply cannot accept an 
intolerable situation. We must, therefore, incessantly demand correcti' 

tax reforms, as it is only by influences and implications of wasteful and 
unnecessary government spending and taxation, that the people can be 
aroused to action. 

Every Canadian knows that risk capital is the very life blood of na- 
tional expansion and prosperity. The government must “get off the backs” 
of the people, and forget the obsession that the people cannot be trusted 
with their own affairs. This is the major issue to-day, because it seems 
the power to tax has become the power to destroy. 

I have an almost holy reverence and devotion for my country, for 
freedom, the safety and security guaranteed by law and order, for oppor- 
tunity, incentive, private enterprise, personal rights, and individual liberty 
—the composing elements or ingredients of our Canadian way. 

If we could agree not to have another war until the last two wars 
are paid for, we could easily have “peace in our time” and “peace for our 
children’s children.” (When people ask me whether I think the U.N 
will work, I am tempted to ask them in reply whether they think that a 
spade will work. A spade works only if somebody works it.) 

Perhaps the most serious aspect of the whole federal debt problem 
is the seemingly widely held, but erroneous idea, that somehow the war 
may not really cost anyone anything. Now that it is all over we can go 
along just as if nothing ever happened. We can somehow just avoid the 
debt and other problems. 

Let us look at the sober facts regarding so-called prosperity of war, 
and see what are its real costs. The citizen of Great Britain, of the United 
States, of Canada, and of other nations has bought Savings Bonds as he 
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should. His funds were necessarily used to build tanks and planes, to 
make ammunition and guns which were destroyed or are now unsuitable 
for civilian use. Now the funds which bought tanks and planes and guns 
are expected to buy houses, automobiles, radios and electric refrigerators. 
However, our great gain in individual savings did not come as a result of 
the creation of “Useful Wealth,” but through the financing of government 
deficits. The money was necessarily spent on the goods of war. A true 
economic enrichment of our people can come only through greater pro- 
duction of useful goods and services. The true facts are that war is not an 
economically enriching process; it is economically destructive. And to pay 
off 12 billion 378 million dollars in this country, it means that thousands 
of us must reach into our envelopes to pay taxes for many years. The 
apparent economic prosperity of war is a sad and tragic delusion. War 
costs, like any rash individual spending, are always paid for after the 
hysteria is over. 

We can definitely handle a federal debt of 12 billion 378 million 
dollars as a free people if—we are willing to save, to tax, to economize in 
government, and to sacrifice. We will hold billions of dollars of Savings 
Bonds to maturity and then perhaps take new securities for 20 years or 
more in their places? That is one of the “tests” of the greatness of a 
people. With large national income, with high employment and with 
the best peace-time production in history, a programme of sound debt 
reduction is an economic essential 

We have already considered the debt problem of Canada. Other 
nations have similar problems, including those of greatly depreciated 


currencies. 


ee 


Now let us look for a few moments at another “major problem,” 
the trend in many nations to socialization, that is, to government owner- 
ship of industry. 

A large part of European industry has been either nationalized or 
ear-marked for nationalization. The process has not been uniform and 
the degree of nationalization varies from country to country, but “there 
is no mistaking the trend.” 

The Bank of England, which has been in private hands since 1694, 
the Bank of France established in 1800, and various other central banking 
systems have given way to state ownership. As a rule, these movements 
towards socialization of banking and of industry begin by attacking the 
central banks because the private banks control the right to issue currency, 
and often have a great deal of influence on the credit policy of a country. 

In Czechoslovakia, Jugoslavia, Poland, Bulgaria and Rumania, for 
instance, practically all industries employing more than a few men are 
now nationalized. Finance, insurance, mining and heavy industry are 
now nationalized in the Russian zone in Germany. The governments of 
Austria and Hungary, after some hesitation, have decided to nationalize 
finance, insurance and industry. 

All large scale industry and commerce, all banks, all land, merchant 
shipping and all kinds of insurance enterprises are nationalized in Russia, 
and foreign trade has been made a state monopoly. 
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In Western Europe the trend toward nationalization moves more 
slowly. The people stand confused and hesitant. But in France and 
Holland, the socialization of heavy industry is under discussion. In addi- 
ton, the French government has nationalized mining, public utilities, civil 
aviation, insurance, and four large commercial banks holding 55% of 
all French banking deposits. 


Finally, on the Western Fringe, in Great Britain, the Bank of England, 
civil aviation, and the coal mines are already nationalized and the transfer 
of transport, public utilities and important sections of the iron and steel 
industry to public ownership may be completed within the coming months. 

It is “an interesting and ironic fact,” that all of the nations of the 
world, including those in which socialization has made substantial gains, 
are seeking loans from the United States for all types of goods and services. 
The United States, built upon “Private Enterprise and Personal Freedom” 
has enjoyed its greatest development and is the one nation in the world 
in a position to-day to supply more goods and more services than any 
other single nation or empire in the world. 


For us and others living under a comparatively free economy there 
is a wealth of warning in the rueful admission of Emmanuel Shinwell, 
British war secretary and former fuel and power minister, that Britain’s 
Labour government did not know what it was doing when it started na- 
tionalizing coal, mining and other industries. The failures of the nation- 
alization programme cannot be glossed over by contending that the govern- 
ment made the mistake of rushing into it without preparing the details, 
or the blue prints, necessary for such an ambitious undertaking. 


The Labour party was confident it knew all there was to know, but 
the plain, hard truth is that there are a lot of things about nationalization 
that they still don’t know. And there are a good many people, including 
many Canadians, who think that they too know all about these things 
and they are itching to get their hands on the controls of government so 
that they can have a fling at their theories. They are the people who argue 
loudly that government ownership and government controls are the answer 
to high prices, high taxes and practically everything else. All this sounds 
fine, but most of us, deep down, have a feeling that things are not quite 
as simple as that. It is a good trick, but can anyone do it? 


The trend to socialization is one of the significant “economic prob- 
lems of our time.” The problems which grow out of it will become more 
involved when these nations struggle for world trade with their economies 
backed by government-owned and generally untaxed industries. Socialized 
production tends to stagnation, is slow in adopting new ideas and methods 
constantly developing—the new ideas and methods that are the very life 
blood of private enterprise. 


Is the government so competent to decide for others the way of life 
that they should wish to assume compulsory powers or control? I hold 
that these are matters for argument and persuasion rather than coercion. 
It is somehow in the nature of things that only a society which has freedom 
in this sense can ever hope to achieve that which is good. Good govern- 
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ment is no substitute for self-government and it is an essential function 
of the State to make as much self-government as possible available. 

We're getting a lot of government these days, but we’d probably be 
worse off if we were getting as much as we’re paying for. 

The market is a vigorous institution, capable of adapting itself to 
many changes of public policy expressed in taxes, subsidies, particular pro- 
hibitions, general regulations and the like, and still continues to perform 
its essential function of registering the preferences of the consumers spend- 
ing their incomes within this framework. 

Any attempt to supersede the market on a grand scale and to substi- 
tute other values as a basis for controlling production must necessarily 
bring about an almost total change in the relation between the individual 
and society as we have hitherto known it in peacetime. Where private 
goods are chosen on the same basis as public goods, there the response 
of the productive organization to individual wants necessarily becomes so 
attenuated as for all practical purposes to be non-existent. 

I cannot think, if I am honest with myself, you can believe such a 
system involves, or can involve, such degree of freedom for the consumer 
to get what he wishes, such an active participation in the daily moulding 
of social life, as a system which is based upon demand prices. 

When the state takes over production to-day, does ite show any ten- 
dency to pay regard to the requirements of the economic principle? Does 
it not rather tend to consolidation of the quasi-syndicalist blocks, unwilling 
even to reveal their accounts to the public and suppressing competition 
between their constituent parts even more remorselessly than the most 
predatory private mergers? 

I must confess to great fears regarding personal liberty under col- 
lectivism. I am convinced that there can be precious little safe-guard 
against arbitary power, in a society in which there is only one employer 
and only one property owner. 

There are some fields where collectivist ownership and enterprise may 
have important functions to perform, more especially in utilities. But, as 
a general principle of organization, I prefer the diffused initiative and 
quasi-automatism which go, or can be made to go, with private property 
and the market. Loose institutions of individualism offer scope for the 
development of a way of life, more congenial to what most of us desire in 
our hearts, than the “Tight Centralized Controls’ which are necessary if 
these institutions are greatly curtailed or suspended. 

Rather than to proceed by destroying the market and enterprise sys- 
tem, it is better to proceed by trying to “improve it.” Rather than stake 
all on the dubious prospects of overall collectivism, it is better to retain 
existing mechanisms, and to erect around them a system of laws and in- 
stitutions within which they may be made to work in the right way. 

A third economic problem which we shall examine briefly affects the 
welfare of the entire world. That problem is the one of “trade between 
countries.’ When foreign nations borrow, the dollars they borrow must 
eventually be expended in our markets. The loans enable foreign nations 
to buy goods, while our manufacturers, our farmers and our other producers 
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like to sell goods. Factories operate, men and women are employed, and 
dividends are paid. When the dollars and gold have been spent, the in 
ternal economic problems may be very difficult of solution. In the absence 
of loans, the only way in which foreign nations can obtain dollars or 
gold, in order to buy goods and services they need, is to sell goods or services 
to us, that is, for us to import from them. 

This is the general picture of international trade as we see it to-day 
but the world is in such a state of financial unbalance that future trading 
methods are difficult to foresee. 

It seems to me that we should wait and see what will develop unde: 
the European recovery programme and how our international banks will 
function in this field, before we can fully appraise the effect on our own 
economy. 

There has been great industria! revolution, new inventions of science 
and the widespread development of credit banking. The new world was 
tree and because it was free the spirit of enterprise grew. If you wanted 
to make a dollar by any honest means you were free to try it, and if you 
succeeded you could keep most of it. That was all it took as incentive for 
the greatest economic progress mankind has ever known. That was free 
enterprise. With that spirit of free enterprise the Canadian people pros- 
pered and for, the first time men talked in terms of abolishing poverty 
throughout the entire nation. 

We have made a splendid record. However, we have not yet provided 
adequate security for everyone. But, we do have 12 billions of dollars of 
private life insurance outstanding with 81% millions of policyholders, o1 
68% of the population, equivalent to $960 per capita or $1,470 per 
policy-holder. 33 Canadian companies carry 83% of the insurance in 
force, while 14 foreign companies, that is 10 British and 4 American 
carry 17% 24 Canadian companies operate in foreign countries 

This is only one instance of commendable achievement of private 
enterprise in provided security 

We may not measure our progress simply by automobiles, radios, o1 
material comforts, although raising the economic standards of our people 
is certainly a commendable objective. We have spent billions of dollars 
for recreation, built thousands of public school buildings, high schools 
colleges, universities and libraries 

Great as our achievements have been in the past, we still have many 
significant goals ahead of us which are entirely within the range of ac 
complishment. 

I point out, for example, the thousands of families who have no 
running water, no private bath or shower, no central heating system, no 
refrigeration of any kind, or electric lighting equipment in their homes 
These are economic frontiers to be conquered just as quickly as our steady 
utilities’ expansion permits. 

There is no question but that as men are given freedom and incentives 
they will accomplish these objectives. Those who talk in terms of the 
economic maturity of this country seriously underestimate the creative 


genius, the material resources, and the capacity and ability of our people 
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Looking ahead, we feel that there is much to be done. We see a 
“tremendous job, a tremendous opportunity, and a tremendous responsi- 
bility.” The task of finding new tools for humanity’s use is our’s. Our’s 
is the task of finding practical ways to produce those tools in large volume. 


Far more than ever before, the people demand that research and develop- 





ment be pursued in ever-increasing haste—in behalf of progress and pros- 
perity. And they look to industry, not government, as the sponsor of 
scientific study. And industry, as it has in the past, will respond to that 
need because industry recognizes the value of research and development. 
The “formula of research must be truly applied to the formula of living.” 
We must face our every day problems with direct reasoning and honest 
attack. 

It will take sacrifice in the years ahead to make a free enterprise 
system work. It took character for a nation to face a 3 billion dollar 


but it will take a great deal more character to pay by sweat and 


debt, 
toil a debt of over 12 billion dollars. It will take sturdy discipline for men 
and women to hold their Saving Bonds to maturity when the temptation 
to cash them will be great. 

We must have the ear-marks of greatness to keep saving, to keep 
paying taxes, and to balance budgets. But if that character is lacking— 
control by government comes by default. You cannot strengthen the weak 
by weakening the strong. You cannot help small men by tearing down 
big men. You cannot build character and courage by taking away a 
man’s initiative and independence. 

The most severe criticism you can level against personal freedom and 
private enterprise is that they demand more courage; they call for more 
character; they require more work and will-power; they take more self- 
enterprise, more self-discipline, and more self-reliance than we may possess. 

One of the major economic problems which challenges our genera- 
tion is whether we shall meet these “‘tests’’ so that this nation may continue 
to be free ‘“‘economically and politically.” 

I give you four hopes: 

First: The hope we are prepared to cope with conditions rather than 
to retire to the sidelines safe from its dangers. At times: this will take all 
the character and courage we may possess. 

Second: The hope that the development of our minds has been 
accompanied by the development of our hearts. The pages of history 
are filled with the tragedies of men who sought to solve economic problems 
with developed minds and undeveloped hearts. 

Third: The hope that we will approach each problem, searching solely 
for the truth and not seeking to confirm our own preconceived convictions. 
It is not our business to be guillible peddlers of every wishful economic 
panacea that radicals may improvise, or to be thoughtless retailers of every 
stable economic axiom that reactionaries may promote, when the truth 
abides in neither. 


Fourth: And finally, the hope that we have developed a sense of 
values that will not lead us to spend our lives in quest of achievements 
that will eventually turn to ashes in our mouths. In the course of history, 
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have lost! 





men and women who valued “force, personal gain and power’”’ 
The victories won in mind and spirit and expressed in truth and goodness 
are deathless. I hope that we may all keep our minds and hearts centred 
on those deathless values that give enduring greatness to mankind. 

That we will look beyond the ordinary confines and view the broad 
picture of our economic and social processes, so that we may make a con 
tribution to the full share of human progress and human welfare; by plan 
ning methods to attain higher standards of “improved living.” 

That we fully realize the unbounded opportunity we possess in this 
country of which we are privileged citizens. Ladies and gentlemen, this 


is our “heritage.” 


Presentation of Company Information to 
Shareholders and Employees 


By J. A. FULLER, R.LA. 


Vice-President Shawinigan Water and Power Co. 


When your Chairman asked me some time ago to make a few remarks 
on the subject of company information for the various classes of people 
who have reason to be interested in a company’s affairs I rather hesitated 
to accept because I cannot claim any qualifications as an expert in this 
field. However, not long thereafter, I heard an address in which the 
speaker opened his remarks by saying that an expert is any man away from 
home and, with that in mind, I decided I would try my best to give you 
my general thoughts on this subject. I might add that perhaps I do have 
one qualification and that is an intense belief that employees, shareholders 
and customers are entitled to know everything there is to know about their 
company except matters which would be harmful to the company’s business 
or competitive position. 

I think your Chairman had in mind originally that I should speak 
primarily on the subject of company annual reports and, while they offer 
perhaps the best single opportunity to inform the employee and _ share- 
holder about company affairs, I feel that the matter is a much broader 
one and that no company can write up its annual report, dust off its hands 
and say there, that job is done for the year and we don’t have to do any- 
thing more until the next year rolls around. The kind of information in 
which the employee is interested differs from that wanted by the share- 
holder and customers again have other interests. The whole job therefore, 
becomes one of continuous and unflagging effort throughout the year and 
over an indefinite period of years. 

On your program this talk is entitled “Presentation of Company 
Information to Shareholders and Employees.’’ If it hadn’t been such a 
mouthful I think the proper title should have been ‘Preparation and Dis- 
semination of Company Information to Shareholders, Employees, Cus- 
tomers and the Public at large.’ Preparation is one job—dissemination 
another requiring various departments within a company to carry them 
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out. Depending on the kind of information and at whom it is being 
aimed, you will find that the preparation will involve many departments 
such as industrial relations, accounting, sales and operating, singly or in 
combination; the dissemination usually falls to the lot of the public rela- 
tions and advertising departments. The subject as a whole forms part of 
a job which perhaps for want of a better name has broadly been given 
the title of ‘human engineering’ and which is now considered as important 
as any other phase of company activities. 

Now, if any company is going to do a proper job of ‘human engin- 
eering’ I can say to you unequivocally that the one basic fundamental 
requirement essential for success is that top management look upon their 
employees, shareholders and customers as human beings and that they have 
a sincere belief that these groups want and are entitled to all the facts about 
a company’s affairs. Company managements in the large corporations of 
to-day are in a rather unusual position. Except in a very few cases they 
are not the owners of the business—they are really just employees like every- 
body else. But beyond the usual management responsibilities they occupy a 
trusteeship position—they must see that justice is done both to employees 
and shareholders and at the same time keep the customers happy. It is 
therefore essential that management realize the necessity of good relations 
with its employees, its shareholders and its public and this in turn requires 
a tolerant and understanding point of view. 

At this point you may well ask why management to-day finds this job 
of ‘human engineering’ one of its major preoccupations. The explanation 
is really rather simple. Back in the early days of industrial development 
companies were usually small, the boss was very often the sole owner, knew 
all his employees by their first names and probably knew most of his cus- 
tomers personally. If he had other shareholders they were probably his 
personal friends and he could tell them how things were going by personal 
contact. Where such a situation prevails to-day you will rarely find strikes, 


and the shareholder is usually well satisfied with his investment. 


With the development of large corporations and mass production 
methods bringing in their wake the installation of complicated and expen- 
sive machinery, the human element was relegated to a back seat. Labour 
was considered a commodity to be purchased at the cheapest price possible. 
The emphasis was entirely on technical and engineering improvements to 
reduce production costs, and the building up of adequate and highly skilled 
sales staff to increase sales volume. Specialized service departments became 
necessary to serve manufacturing and selling departments and in the end 
few employees in any company had much idea of what the fellows in other 
departments had to do except perhaps an idea that they sat with their feet 
on their desks. The man at the machine in particular came to feel that he 
was a robot and that no one took anv interest in his work or in him as a 
human being. Management was slow to understand the harmful effects of 
this situation but the awakening has now come. Management now realizes 
that employees, shareholders and the public generally have very little idea 
of the purposes and accomplishments of industry and that many of the 
ideas they have are wrong. For example, the public has had a very decided 
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misconception as to industrial profits. Opinion polls have shown that the 
public believes industry makes about 25% or more profit and considers 
that 10 to 15% would be fair whereas actually the profit of most companies 
runs considerably less than 10% on the sales dollar. The average figure in 
1947 in the U.S. was 542%. Misunderstanding has been responsible for 
bad employee relations and bad public relations. With the realization that 
misunderstanding exists, management is faced with the question of what 
to do about it. The answer is there for progressive management—do away 
with misunderstanding by telling the facts. This, Gentlemen, is the heart 
of the whole problem. Without information there can be no understanding. 

While this fundamental answer to the problem is relatively simple, the 
doing of it is another story. It takes money, time, thought and effort and 
this effort cannot be spasmodic; it must be a continuing one, not only on 
the part of special departments delegated to handle the job, but also on 
the part of management. 


I am afraid that I have taken rather a long time merely to give you 
reasons why a company must tell its story. I thought however, that it was 
worth while to do so because once management is convinced the job must 
be done and I am speaking to you Gentlemen,—as part of management— 
the preparation and presentation can be delegated at least in part to those 
trained in this work. Methods will differ widely from company to company 
depending on size, location and number of plants and the nature of the 
business. 

Company information may well be separated into three categories cor- 
responding to the interests which the company serves, namely, its employees, 
its shareholders and its customers, including in this last category the public 
in general. For the sake of good order I will discuss these three categories 
separately although there is a considerable amount of overlapping between 
them, particularly in the case of the annual report with which I would like 
to deal in some detail later on. 


I will pass rather briefly over the category concerned with information 
for customers and the public because it is of a type which has been carried 
on by most companies for a considerable number of years. It would 
include the usual advertising of products and also institutional advertising 
designed to improve public relations. Perhaps the most important new 
development in this field is so-called ‘plant city’ advertising by which a 
company promotes goodwill in the community in which it has a plant by 
advertising the benefits which it brings to the community. Included in 
this field also are exhibits of company products and services at trade fairs, 
and special publications which may be produced from time to time for 
circulation to special groups. These publications are for the purpose of 
promoting good public relations or for example, in the case of a public 
utility industry, of presenting the advantages and benefits to be derived 
from the location by industry in its territory. While not exactly part of 
any program to disseminate information, I would like to make the comment 
that encouragement of employee participation in community activities is 
of great benefit in fostering good public relations. 


Employee information is a difficult subject and one which only recently 
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has become of serious concern to management. In this category the more 
usual. media of information are the employee magazine or house organ; 
the employee handbook or as it is sometimes called ‘indoctrination book’ 
in cases where it is aimed primarily at new employees; company informa- 
tion programmes; and the annual report designed in such fashion as to be 
understandable to the employee either as a special report or one which is 
suitable for employees and shareholders alike. There are of course, many 
matters which arise from time to time about which the employees should be 
informed, and management must be on its toes to take advantage of oppor- 
tunities to keep employees advised of various situations which help them 
know more about their company. Doing so will benefit employee relations 
generally. 

The employee magazine is perhaps the single most important medium 
for disseminating information to employees although in my opinion it has 
not been sufficiently utilized for this purpose. Most magazines have used 
the greater part of their space for news of employee activities although it is 
fairly common to include a leading article regarding some phase of the 
company’s affairs in particular articles descriptive of manufacturing plants 
and processes. While I do not advocate the use of the magazine for com- 
pany propaganda purposes, I do think that simple explanation of the 
functions of the various company departments can be made interesting and 


informative to the general body of employees. 


A carefully designed and attractively set up employee handbook has 
become essential for larger corporations. It is practically impossible for 
an employment manager or a supervisor to tell a new employee what he 
ought to know about his company before he starts work, and it is also prac- 
tically impossible for the employee himself to get any broad understanding 
of the company’s affairs from experience in the job to which he has been 
assigned. Naturally, most employees want to know about the company’s 
policy on wages, its hours of work and the many benefit plans which the 
larger companies usually have in effect for employee welfare such as group 
insurance, pension plans, recreational clubs, etc. Beyond these matters of 
fact, however, I think it is very desirable for any company to take this 
opportunity of promoting general understanding of company organization 
and business and this is being done to an increasing extent. For example, 
in a recent analysis made of 130 company information manuals, 93 had a 
section dealing with the company’s history and 68 a section on the com- 
pany’s products and services. Production of such information manuals 
is a long hard task but the effort is well worth while. 


A more recent development aimed at improving general employee 
understanding is what has been called a company information program. As 
a result of surveys made over the past few years it has been found that 
senior managerial employees have very sketchy ideas of over all company 
policy and also of the work of departments other than their own. This is 
especially true if they are located at some distance from head office. Some- 
times right at home it is difficult to fathom the whys and wherefores of 
certain decisions and to understand why there is so much red tape often 
about minor matters. Supervisory employees at least should know why— 
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otherwise a dissatisfied attitude on their part may result and this will na- 
turally affect those who come under their supervision. It has therefore been 
found necessary to start these company information programmes very near 
the top. The basic idea is that the senior employees in each department 
will not only gain a much better understanding of the company’s affairs 
themselves, but will be better able to interpret company policy to those 
under them. There are of course, many methods of handling such a pro- 
gram. One method for example is to bring supervisory employees in 
various departments together at head office in groups of about 15, and 
never more than 20, for a period of about one week. During this time 
they have an opportunity to meet not only each other but also top manage- 
ment and department heads. Meetings and conferences are held during 
the entire week at which company policy and affairs are fully explained 
To boil it all down, the idea is to give junior executives a pretty good idea 
of what makes the clock tick. 

Now we come to our poor shareholders. They own the business yet 
from some reports made to them one would think they were strangers in 
their own house. It is their money which makes the business possible. They 
have delegated management to conduct the business for them and they have 
every right to demand a complete accounting from management as to what 
it has done and plans to do. The annual report is of course, the principal 
medium used to advise the owners of the results of management’s steward- 
ship. I believe however, that more frequent financial reports should be 
‘made and this is being done by many companies in the form of quarterly 
reports. Beyond just giving financial figures in these reports I think 
management should in addition give a brief story of the outstanding events 
and progress made during the past quarter. 

As I have already mentioned, the annual report provides the company 
with its best opportunity of telling its story, not only to its owners but to 
its employees and the public. It is now generally recognized that it should 
be written simply and straightforwardly, avoiding the use of $10 words 
where four letter words will do. I have said that this can be done by pre- 
paring a separate and distinct report for employees or by utilizing a com- 
bined document. Present day thinking is leaning decidedly towards a com- 
bined document because it has been found that the employee can understand 
the financial figures presented therein just as well as the average shareholder 
—in fact, perhaps better and some special reports for employees have been 
over-simplified and cartooned to the extent that they are an insult to the 
employees’ intelligence. As management has come to realize the necessity 
of informing employees and shareholders alike about company affairs, 
more and more annual reports have been modernized and streamlined. By 
this I mean a departure from a dry and dusty recapitulation of the financial 
results for the year in technical accounting terms. The idea now is to tell 
a simple story of the company’s accomplishments in the previous year, 
and of its prospects for the future. In order to put this story over it is 
always helpful to include a certain number of graphs and charts to bring 
out the important points made in the text and also to make a judicious 
use of pictures. The job of producing an annual report of this sort is 
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one that must be commenced long before the end of the year to which it 
relates, because a lot of careful thought and planning is always necessary. 
It is always hard to get people to read anything. The average employee 
and shareholder have neither the time nor the inclination to read purely 
financial comment. The only people who will are brokers, bankers and 


financial analysts whose job makes it necessary for them to do so. 


What then does the average employee and shareholder want to hear 
about his Company? Asa result of very complete analysis of this question, 
it has been found that the most important items are a brief story giving 
in highlight just what happened in the previous year; a condensed and 
simplified statement of what the company took in and what it paid out; 
a statement in brief terms of how much the company spent on new plant 
during the past year with some description of the various kinds of plants; 
and also a story from the management as to future plans. These subjects 
of course, have to be dealt with in each annual report, but in addition 
the annual report gives great scope and opportunity for explaining all 
phases of company activities until over a period of years practically all 
subjects of interest are covered. Among the subjects which should be dealt 
with at one time or another are a description of benefit plans for employees; 
a story on company managment; on the growth and development of the 
business over a period of years; and the new products which have been 
developed or are in process of development. In fact, I think it is im- 
possible to run out of interesting subjects which will give both employees 
and shareholders a better understanding of what the company has done, is 


doing, and plans to do. 


I have mentioned that the annual report should include a simplified 
and condensed statement of the company’s income and outgo. I do not 
mean by this that the usual form of financial statements should be omitted 
but I do say that these statements need to be simplified so that they may 
be understood by those not versed in technical accounting terms, and in 
this group are shareholders as well as employees. Accounting is your 
profession Gentlemen,—I also have had a good deal to do with accounting 
—and I don’t believe any of us fully realize how incomprehensible a 
Balance Sheet and Profit and Loss Account are to the average man. Many 
of you have no doubt, read a most amusing address by Knowlton which 
was reproduced in the February issue of the Canadian Chartered Ac- 
countant and in which he describes his struggles to ascertain the real 
meaning of certain accounting terminology. I would also commend to 
your reading Financial Management Series No. 88 of the American Man- 
agement Association which covers a seminar on “Reporting to Employees 
and the Public on Profits and Productivity.” Some examples of terms 
which we consider second nature but which confuse the layman are Profit 
and Loss Account—why shouldn’t it be called a Profit Account or at least, 
just a Loss Account if there is a loss. It can’t be both at the same time. 
And, why are there so many different kinds of Profit—First, we see an 
Operating Profit—and then down the line a Net Profit, but that isn’t the 
end—we go a little further along and there is an item called Net Income. 
Most people think a Profit, by whatever name, is what is left after all 
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expenses have been paid. In between we have a little item called Cost of 
Sales. This turns out to be not the cost of selling the goods as the term 
implies, but also the cost of making them. And, as for Depreciation— 





what is that all about—and where does the money set aside for that purpose 
go—Why don’t we say—‘‘Cost of providing for replacement of plant and 
equipment?” 

And then we come to Surplus. Mr. Webster defines Surplus as ‘Being 
or constituting a surplus; more than sufficient; as surplus revenues or 
words.’ But are any of us willing to admit that the Surplus shown in 
Financial Statements is an excess which can be paid to the owners. How 
about that part of it which must be retained in the business for plant ex- 
pansion or for working capital purposes. And how much of the Balance 
Sheet Surplus could be paid out? We well know that hardly any of it 
could—it is all tied up in plant or inventories or both. 

And now how about the Balance Sheet? Why does it always balance 
on both sides and why are Surplus and certain other reserves liabilities? 

Well, one could go on with this sort of thing at considerable length. 
The point is that if we are going to explain financial results and financial 
position in understandable terms, some new words have got to be used. 
The P. and L. account must be viewed as a statement reporting ‘what we 
took in and where did it go.’ Some terms which might be used to review 
the year’s financial record are “Results of Operations,’ “Revenues and 
Their Distribution” or ‘Income and Expenses.” 

The Balance Sheet rather than being shown as a statement of Assets 
and Liabilities should be called for example, a statement of Financial Posi 
tion. If set up to arrive at a net asset figure which would consist of capital 
subscribed and balance employed in the business, it would be a much more 
understandable exhibit. 

Please do not think from all this that I am criticizing or calling for 
changes in present accounting terminology. Just as in the case of the legal 
and medical professions certain technical terms in the accounting profes- 
sion have over the years attained the status of precise meaning and radical 
change might result in great confusion. What I want to convey to you 
is that simplified statements and terms must be used if management wants 
to get its financial story over to its employees and shareholders. 

May I finish my remarks by saying Gentlemen, that the day of pre- 
senting annual reports, which contain only the information required by 
law is over, and that those companies which have not yet done so should 
make haste to tell their story to their employees, shareholders and public, 
not only because it is a duty, but because of the benefits which they will 


derive from doing so. 
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The Preparation and Form of Financial 


Statements 


By J. M. THOMPSON, C.A., 
Comptroller Canadian Westinghouse Co. Ltd. 

The purpose of financial statements is to furnish financial informa- 
tion to management, owners and other interested parties respecting all 
phases of the activities of a particular business or financial transaction. 
The scope and variety of these statements is only matched by the endless 
complexities and ramifications of modern business itself. In a restricted 
sense, however, it is usual to consider financial statements to be the balance 
sheet and profit and loss and surplus accounts of corporations issued in 
conjunction with their annual report, and in this discussion I am going 
to limit my remarks to such statements. 

The preparation of financial statements is one of our principal 
functions and responsibilities as accountants. When preparing them, we 
are fulfilling the role of a reporter and the figures we use become the 
symbols by which we tell our story. A good reporter will tell his story 





objectively—neither overstating nor understating the facts—and will not 
permit personal prejudices or the prejudices of others to colour it. As 
accountants, we must tell the business story so that it will receive the con- 
fidence and respect of our readers. In story-telling, style is important; 
so also in our case, style, which consists of terminology and presentation, 
is important, and every effort must be made to convey a clear picture of 
financial facts as free as possible from ambiguities and complexities as our 
skill and knowledge enables us. 

In recent years, a great deal of criticism has been directed at ac- 
countants for the manner in which they have prepared financial state- 
ments, the feeling being that they are drawn up in a way that “only ac- 
countants can understand them.” In spite of this criticism, I do not con- 
sider that we must apologize for our past efforts. It is true that through 
usage and custom a language and style has been developed by our profession 
for the presentation of financial statements which requires some education 
on the part of the lay reader before he can have a proper understanding 
of them. This development of a technical language by our profession 
is no different from that which takes place in all other  pro- 
fessions such as law, medicine, engineering, etc. As long as the distribution 
of financial statements was restricted more or less to those who had a 
direct financial interest in them, there was no wide-spread criticism of their 
inadequacies or deficiencies. Managers, owners or shareholders, bankers, 
and government taxing authorities, who make the most direct use of finan- 
cial statements, generally have a rudimentary knowledge of financial affairs 
and financial statements as currently prepared should not present any 
particular problem to these individuals in their interpretation or under- 
standing of them. 

It is recognized that it is essential to disseminate the facts about busi- 
ness as widely as possible to correct the fallacious ideas held by the public 
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in regard to business profits and operations, and to accomplish this, many 
corporations are giving considerable publicity to their Financial Statements 
through the medium of their Annual Reports and newspaper advertising. 
Unfortunately, the facts presented in these statements are, in many 
cases, misunderstood because of the technical language and form used 
in their preparation. It mow becomes the accountant’s responsibility 
to so revise these statements that the information contained in them can 
be readily understood by lay readers lacking in a knowledge of financial 
matters. This is our goal, although I doubt if it will ever be possible 
to completely realize it. Many Financial Statements are essentially complex 
because the matter with which they deal is in itself complex. Accountants 
have no part in the making of these complexities; they are the product of 
financiers and lawyers. The role of the accountant is simpy to state the 
facts. Over-simplification of these could result in concealment of essential 
information. I read recently that the financial empire built by the late 
Samuel Insull became so complicated that Insull himself long before the 
crash of his empire was no longer able to follow or understand its many 
complications. 

While appreciating our limitations, it must be realized that there are 
many important and significant improvements which can be made to 
Financial Statements which will greatly assist the lay-readers in their under- 
standing of them. I would now like to deal with what I consider to be 
the more important of these improvements. In dealing with these, I have 
used, to a very substantial degree, the information contained in an Ac- 
counting Survey of 525 Corporate Reports for the fiscal years ended July, 
1946, to June, 1947, prepared by the American Institute of Accountants 
as part of a long-term programme of research for the analysis of corporate 
annual reports. For those interested in this subject, I cannot too strongly 
recommend the worthwhileness of procuring a copy of this report. It does 
not,express opinions but is simply a compilation of the practices followed 
by the corporations reviewed in the presentation of each important item 
in their financial statements, as well as certain general remarks pertaining 
to the narrative section of annual reports and auditors’ certificates. I have 
also made extensive use of the results of a survey conducted in 1947 by 
the Opinion Research Corporation for the Controllership Foundation Inc. 
regarding the public’s acceptance of the facts and figures of business 
accounting. 


COMPARISONS 


All financial statements should be prepared on a comparative basis 
and it is difficult to understand why this practice has not been universally 
adopted by corporations. The accounting survey reports that only 43% 
of the 525 statements analysed made comparisons of any kind. Since this 
is an analysis of the reports of United States companies, I would venture 
to say that the percentage would be much lower for Canadian companies. 
If anyone is interested in the financial report of a particular corporation, 
his principal concern will be in the progress made by it as compared with 
its previous years’ operations. If comparative information is not shown, 
he will make his own comparisons by reference to previous reports, and 
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needless to say, this is an unnecessary inconvenience to him. More im- 
portant, however, is the fact that in making these comparisons he will 
undoubtedly draw wrong conclusions from them due to his inability, through 
lack of experience, to properly compare like with like and to trace the 
effect of changes in terminology and grouping of items which take place 
from time to time in the statements of all corporations. 


CONSOLIDATED STATEMENTS 


Practically all companies which have attained any size in their respec- 
tive fields acquire subsidiaries for which, for one reason or another, it is 
considered desirable to retain their separate corporate existence. The prac- 
tice of reporting the financial results of these subsidiaries is far from 
uniform; in some instances they are consolidated with the statements of 
the parent corporation, in others they are shown as investments on the 
holding company’s balance sheet, and in other instances certain of the 
subsidiaries are consolidated and others are not, even though the earnings 
of the subsidiaries not consolidated often represent an important source of 
income to the parent company. In the case of subsidiaries not consolidated, 
it is not customary to give the shareholders any information respecting 
their operations except the minimum information required under the Do- 
minion Companies Act. This requires that the auditor must report to the 
shareholders the amount of the losses of subsidiaries not consolidated, unless 
provision for these losses has been made in the holding company’s accounts; 
also, if dividends exceed actual earnings, the amount of the excess must be 
reported unless this information is shown by foot note on the statements 
of the holding company. 


Uniform treatment of reflecting, in the parent company’s statement, 
the operations of subsidiaries which will disclose all pertinent facts 
respecting them is essential if we are to win public confidence in financial 
statements and erase the suspicion which persists in the public mind that 
corporations have hidden profits and undisclosed reserves. I consider that 
wherever possible the results of subsidiaries should be consolidated with those 
of the parent company. In those cases where, because of minority interests 
or other special circumstances, this is not practical, I strongly favour the 
practice of adjusting the value of the parent company’s investment in the 
subsidiary each year to the extent of the profits or losses after dividends 
of the subsidiary. I do not recall seeing any Canadian corporation’s state- 
ment which follows this practice, although it is fairly common in the case 
of the larger United States public companies. 

I would make one important exception to this statement. If the sub- 
sidiaries are in foreign countries with rigid exchange restrictions, then 
these subsidiaries should not be consolidated nor credit taken for earnings 
unless actually received in the form of cash dividends within the year. 
However, if the investment in these companies forms an important part of 


the holding company’s capital, separate statements should be submitted to 


supplement the parent company’s statement, giving information respecting 
their operations comparable to that submitted by the parent corporation. 
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BALANCE SHEETS 


In Canada, the form in which balance sheets are presented to share- 
holders by public companies is fairly uniform and consistent and follows 
closely the requirements under the Dominion Companies Act. These require- 
ments assure the disclosure to shareholders of a reasonable breakdown of 
the various items represented by the assets and liabilities and a description 
of the basis used in the valuation of securities, investments in subsidiaries 
and fixed assets. It also requires segregation of earned surplus from 
capital surplus and furnishing particulars of changes to the capital stock. 
While these same requirements are not provided for under our various Pro- 
vincial Companies’ Act, they are now regarded as good accounting practice 
and are usually followed even by those companies incorporated under Pro- 
vincial statute. With very few exceptions, the customary grouping of assets 
and liabilities is still adhered to. On the asset side, the arrangement usually 
is current assets, investments in and advances to subsidiaries, fixed assets 
and related reserves, and prepaid and deferred charges, and on the liability 
side current liabilities, long-term debt, reserves for contingencies or other 
general reserves, and capital and surplus. The balance sheet is still re- 
ferred to as a “Balance Sheet” and there is little indication yet of following 
the practice of some United States companies of describing it as ‘State- 
ment of Financial Position” or ‘Statement of Financial Condition.” In- 
variably, the debit side is called ‘assets’ but the credit side may be described 
as “liabilities” or alternatively wording to indicate that these items consist 
of liabilities to outsiders and the investment of the shareholders as repre- 


sented by the capital stock and surplus accounts 


I would like to add a word of criticism of those statements on which 
the Reserve ‘for Depreciation is shown as an item on the liability side rather 
than being deducted from the related investment in plant and equipment. 
This reserve is a valuation reserve, and the balance remaining of the asset 
after deduction of the reserve is supposed to represent the unamortized 
portion of the plant or equipment which will be written off over its re- 
maining useful life to the business. The subject of reserves and their treat- 
ment in accounting is only vaguely understood by the lay reader, if at all, 
and variations in the treatment of these reserves in the statements of cor- 


porations only adds to their confusion. 


I was amazed recently to read in the evidence of a prominent witness 
appearing before the Parliamentary Committee investigating prices that 
he stated in computing the net return on the shareholders’ investment 
of his company that it was necessary to add to the capital stock and ac- 
cumulated surplus the amounts set aside in the reserve for depreciation, 
which in his company’s statement is shown as an item on the credit side. 
I can appreciate that in this company’s case the net depreciated book 
value of its fixed assets is extremely low, especially when compared with 
present-day replacement costs, but this does not justify a statement being 
made by a responsible business man so completely at variance with the 
actual facts and the explanations being made in the reports of corporations 


in interpretation of these reserves to the public 
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The terminology used in describing the individual items on the balance 
sheet are, with few exceptions, simply expressed and easily understood 
These exceptions, however, are important and give rise to a great deal of 
current misunderstanding and criticism. In the survey conducted by the 
Opinion Research Corporation for the Controllership Foundation, Inc., it 
was found that 45% of those interviewed did not know the meaning of 
“earned surplus,” 41% “reserve for contingencies” and 48% “accrual for 
taxes.” While the question asked by the interviewers was “accrual for 
taxes,” I believe that this applies to the use of the words accrued and de- 
ferred charges in general. 

The financial statements which I have reviewed for 1947 show that 
little progress has yet been made in the clarification of these expressions 


e 


A few reports now refer to “earned surplus” as the income reinvested in the 


business or some such comparable wording. When it is known that such 
an important accounting term has such poor public acceptance, the ac 
counting profession should change it and agree upon uniform terminology 
which would eliminate the mystery and suspicion with which the expression 
is associated. 

I cannot recommend any improvement in the term “reserve for 
contingencies” since I consider the time has now come when these reserves 
and related general reserves should be eliminated entirely from the financial 
statements of corporations. They are confusing and at times deceiving, un- 
less their purpose is fully understood by the reader. Their original purpose 
was to set aside part of the earnings of a corporation to which could be 
charged unusual losses not associated with the normal operations of a 
company’s business or to draw upon in years of losses or low earnings in 
order to level out the peaks and valleys which occur in every company’s 
operations. These reserves were not always disclosed to the shareholders, 
nor were particulars given of changes or credits to them from year to year 
Good accounting practice now requires that they must be disclosed and 
full details given regarding any changes to them in the year under review 
As long as complete disclosure of these contingency and general reserves 
is made no person informed on financial matters. will permit his judgment 
of a company’s operations to be influenced by their treatment on the 
balance sheet of a corporation. He will properly regard them as part of 
the undistributed earnings of a company and as forming part of the share- 
holders’ net equity in the business, unless the purpose of the reserve is 
clearly stated, in which case he is free to exercise his own judgment in de- 
termining the extent to which this could affect the shareholders’ interest 
in the business. Since, therefore, to the informed person they serve no 
purpose and to the uninformed or the general public they are not understood 
and are often regarded with grave suspicion, I strongly recommend their 
elimination and this source of misunderstanding and criticism removed 
from financial statements. 

In dealing with the expressions ‘“‘deferred charges” and “accrued liabili- 
ties” very little progress is noted in clearing up the ambiguities associated 
with them. A little effort on our part and a general appreciation that our 
use of these terms for relatively unimportant items is causing difficulty to 
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our readers in understanding them should be sufficient to cause us to adopt 
more descriptive language. For instance, we should say “taxes payable”’ 
and indicate on what the taxes are payable rather than state ‘‘accrued 
taxes.” In the same way “deferred charges” may be described as ‘‘costs 
applicable to future operations” or as “prepaid charges applicable to 
future orders,” and if necessary details should be given of the items repre- 
sented by these charges. Whatever the wording used, however, it should 
be simple and universally adopted, so that if through nothing else than 
repetition its meaning will come to be readily recognized by those who 
read our statements. 

There is a recent trend in the presentation of the balance sheets of 
some of the larger American corporations which merits the thoughful con- 
sideration of accountants. The statement is described as a ‘Consolidated 
Statement of Financial Position” by the United States Steel Corporation, as 
“Statement of Financial Condition” by the Burroughs Adding Machine 
Company and as “Consolidated Statement of Ownership” by the Westing- 
house Electric Corporation. The conventional method of showing the 
assets on the left-hand side and the liabilities and shareholders’ equity 
on the right is discarded and a single step statement used instead. The 
order of showing the various balance sheet items varies in all the state- 
ments which I have examined, although the same general purpose is 
achieved by each of them. My preference is for the form adopted by the 
United States Steel Corporation which I shall describe to you. The current 
assets are listed first, from which is deducted the current liabilities and a 
sub-total brought down to show the net working capital. To the working 
capital is added assets of a permanent nature, such as investments in and 
advances to subsidiaries, net depreciated value of fixed assets, intangibles 
including goodwill, patent rights, etc., as well as deferred charges possibly 
better described in view of my earlier remarks as “‘costs applicable to future 
periods.” The total of these items is referred to as “total assets less current 
liabilities’ and from this is deduced long-term indebtedness and reserves for 
contingencies or other reserves of a general nature, and the resulting balance 
described as “excess of assets over liabilities and reserves.” Directly below 
this is shown the shareholders’ equity with particulars of the outstanding 
capital and surplus accounts which are prefaced with the caption ‘“Owner- 
ship Evidenced By.” Supplementary details of such items as inventories, 
inve:tments, and fixed assets are supplied on succeeding pages of the report. 

I do not know whether or not these statements are a re-arrangement 
of the formal financial statements of the corporations as certified to by their 
auditors, although there is nothing in the auditors’ certificates to indicate 
that they are not the actual statements which have’been verified. For my 
part, I see no reason why they cannot be adopted by the accounting pro- 
fession as the manner for presenting the formal balance sheets of corpora- 
tions since all essential information is contained in them and they gain 
so much, especially when presented in comparative form, over our tradi- 
tional and conventional form. I particularly like the way in which the 
working capital position stands out. The heavy demands on the working 
capital of companies since the end of the war, for additions to plants and 
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equipment to carry out plans for expansion, is forcibly brought home to 
anyone reading a statement prepared in this manner. 

This arrangement of the balance sheet is sometimes used in the body 
of the annual report of corporations or in special reports issued to em 
ployees as an explanation or interpretation of the formal financial state 
ments. In such cases use is made of very elementary language such as 
assets being described as “What We Own.” If this type of presentation 
is adopted by accountants, I do not consider it necessary to use such a 
degree of simplified language which is nothing better than “baby-talk.” 
It should be possible to develop language, which while being simple and 
easy to understand, retains some degree of dignity and character befitting 


the formal presentation of our business story. 
PROFIT AND LOSS ACCOUNTS 


Under the old Dominion Companies Act, before the introduction of 
our present Act in 1934, it was not necessary for corporations to disclose 
any particulars to shareholders of their operations. Following the dis 
closures in the Lord Kyslant case in England, a new companies’ act was 
introduced which, with amendments in 1935, required public corporations 
to issue a general statement of income and expenditure which would show 


the net operating profit before the following charges or credits: 


1. Income from investments. 
2. Non-recurring profits and losses, including profits and 
losses of a special nature 

3. Amounts written off for depreciation, obsolescence and de- 
pletion. 

4. Amount, if any, written off for good-will or amortiza 
tion of any asset. 

5. Interest on funded or other indebtedness not maturing 
within one year. 

6. Reserve for income taxes imposed by any taxing authority 
in Canada. : 

7. Remuneration of directors and officers of the company, 


as well as payment to solicitors and legal advisers. 


These minimum requirements under our Dominion Companies Act 
have now become established practice for most Canadian public corporations 
in reporting particulars of their operating income, including those incor- 
porated under Provincial as well as Dominion legislation. The statement 
is usually referred to as a Profit and Loss Account, although, as in the 
United States, it is sometimes described as a “Statement of Earnings” or a 
“Statement of Operations” or some similar rearrangement of these words 
The term profit and loss is somewhat ambiguous to the lay reader and my 
preference is to see this statement referred to as a “statement of earnings’ 
since a reference to earnings is easily understood and is not associated with 


accounting technical language. 


While most Canadian companies only give the minimum informa 


tion required by law respecting their operations, there is a tendency on the 
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part of some to follow the American practice of showing a condensed 
summary of their operations, commencing with the income from the sale 
of their products or services and followed by particulars of the cost of 
sales and other expenses. One of the principal factors which has influenced 
American corporations in making public the full particulars of their 
operating statements is the requirements of their Securities and Exchange 
Commission. This Commission requires companies with public stock issues 
to be registered with it and to file complete details of their financial opera 
tions which are open for inspection to anyone interested in the information 
No such governmental regulatory body exists in Canada and until such 
time as there is one, I believe the management of most public companies 
here will be reluctant to publish such information. In certain instances, 
it can be of greater competitive advantage in Canada than in the United 
States because of our much smaller markets and the restricted scope of 
our operations. I consider this unfortunate since, if we are to gain public 
confidence in our free enterprise system which, at the moment, we seemingly 
lack, it is essential to publicize the true facts of business operations to 
demonstrate that profits are only a small part of costs and not the “horn 
of plenty” from which endless wage demands and other employee benefits 
can be paid without affecting prices. 

I would like to review with you the method followed by some of the 
larger American, corporations in the presentation of their profit and loss 
information, and for this purpose will again refer to the statement of the 
United States Steel Corporation for 1947. This statement is in single 
step form and is comparative for the years 1946 and 1947, and shows— 

1. Products and services sold. 

2. Costs. 

(a) employment costs—followed by details of wages and salaries, 
social security taxes, payments for pensions, etc. 

(b) products and services bought. 

(c) wear and exhaustion of facilities—r presenting the provision 
for depreciation and depletion. 

(d) interest and other costs on long-term debt 

(e) state, local and miscellaneous taxes 

(f) estimated federal taxes on income. 

(g) total of the above expenditures. 


3. Net income. 

4. Dividends declared on preference and common shares. 

5. Income reinvested in the business. 

eThis statement is notable because it gets away from our primary text- 
book theories of presenting profit and loss statements showing sales, cost 
of sales, gross profit, selling and administrative expenses, etc. A statement 
in this form is essential for internal operating purposes but it does not 
necessarily follow that it is suitable for presenting our financial facts to the 
public. One of the most important elements to be emphasized to-day in 
any statement is the total remuneration received by employees. Many 
companies develop this in the narrative section of their annual report— 
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often in graphic form—but, in my opinion, it should be reported in the 
company’s formal financial statement, which can then serve as the source 
of the information. You will also note that the total expenditures for all 
products used and services purchased are reported as one amount and 
not split between the cost of purchases and distribution and administrative 
expenses. 

We have all been accustomed and trained to show the net profit before 
income taxes, from which is deducted the provision for income taxes giving 
the net profit for the period. In the above example income taxes have been 
shown as another element of cost and the profit before these taxes is not 
shown. This practice is currently being adopted by many American com- 
panies and, in my opinion, is sound and I hope is persisted in. I wonder, 
though, when the time comes, as it undoubtedly will, when earnings are 
at a much lower level than at present, if these companies will not wish 
to revert to the old practice of showing earnings before income taxes on 
the theory that management is only responsible for profits before taxes 
and has no control or jurisdiction over the acts of government in appro- 
priating a portion of these for public purposes. 

Another unusual feature of this form of presentation is the deduction 
of dividends declared from the income for the year and a net balance 
shown representing the income reinvested in the business in respect to that 
particular year’s operations. This figure is highly significant and explains 
clearly what happens to the profits of corporations. 

In the operating statements which I have examined for 1947, I have 
observed many instances—particularly where earnings are greatly in excess 
of those of the previous year—of companies making very substantial charges 
for reserves for contingencies. They are shown either as an element of 
cost in the earnings statement or as a special deduction from the net profit 
or loss for the year. These charges are not allowed as a deduction for 
tax purposes and consequently their effect on net profits is much greater 
than the other elements of costs reported on the statement and with which 
they are compared. 

I have already expressed my opinion that these reserves are deceptive 
and should be discontinued, and in support of this view I would like to 
quote an excerpt from an article by Professor W. A. Paton appearing in 
the April issue of the Journal of Accountancy— 

“There is no substantive defense—practical or otherwise—for a policy 
of deliberate understating of any economic measurement in the business 
enterprise. There is no virtue in either understatement or overstatement. 
The interested parties want to know the facts of their undertaking as ac- 
curately as it is practicable to determine them. They don’t want, to be 
confused by an array of data that have been subjected to a process of 
paring down in varying and often undisclosed amounts.” 

I recommend this article to you. It emphasizes to accountants their 
proper function in stating facts and it takes us to task as much for under- 
statement of facts as for overstatement. There is no foundation or basis 
for the calculation of contingency reserves and they are only stated at an 
arbitrary amount in order to understate current profits. If we are to win 
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public confidence in our statements, we must desist from those practices 
which tend to weaken that confidence. I have only come across one 
example where an attempt was made to base such a reserve on concrete 
reasoning and that is in the case of the 1947 statement of the United 
States Steel Corporation, and to which exception was taken in the auditor's 
certificate. Their appropriation made substantial provision for added 
costs to cover the replacement of existing properties in view of the unusually 
high costs prevailing to-day. I do not agree with their reasoning and I 
think it is fallacious. However, it is at least an attempt in setting up a 
contingency provision to tie it in with something definite, and to this extent 


it may have some justification. 


SURPLUS ACCOUNT 


I have already remarked that the survey conducted by the Opinion 
Research Corporation disclosed that 45% of those interviewed did not 
understand the meaning of earned surplus. From my personal experience, 
I would judge that a very large number of the 55% classified by inference 
as understanding the term are in a worse position than those who frankly 
admit their ignorance. I have heard of instances where labour organizers 
have told employees that the surplus of the company belongs to them and 
that they intend to persist in their demands until the surplus has been 
used up, since it represents a sum that has been unjustly withheld from 
the employees. Relatively well-informed men have asked me to explain the 
function of the surplus account and to show them where the money is which 
they consider it represents. In view of this wide-spread ignorance, it ts 
important for accountants to attempt a new approach to the treatment 
of the .surplus account on financial statements For my part, I 
strongly advocate the adoption of the method followed by the United 
States Steel Corporation in the example which we have just reviewed, where 
it ceases to be shown as an actual account and the net increment resulting 
from earnings less dividends is the only amount which is added to the 
preceding years’ balance in the account 

In those cases where the conventional method of showing the surplus 
account is followed, accountants should stop making adjustments of rela- 
tively small amounts in respect to prior years’ operations. Adjustments 
of this nature do not have any important effect on the company’s earnings 
but they do add to the confusion of the lay reader in his reading and inter 
pretation of the statement. 


AUDITORS’ CERTIFICATES 

I would like to make one observation regarding auditors’ certificates. 
In the case of large public companies it is unfortunate when these cer- 
tificates contain qualifications in respect to companies’ financial statements. 
The auditors are, as a rule, firms of outstanding integrity and repute and 
the companies whose account they audit have an equal standing in the 
business community. It should be possible in every instance for these two 
to collaborate and agree upon the proper presentation of the financial 
facts so that qualifications and exceptions are not necessary. I have noticed 


some very outstanding examples of these qualifications in the 1947 reports 
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which I have reviewed, particularly where companies have provided con- 
tingency reserves and the auditors have not been in agreement with them 
The lay reader should not be expected to obtain important information in 
a formal technical report of the auditor; he should be able to rely upon 
a complete disclosure of the facts in the financial statements themselves 
When an auditor takes exception to some feature of a financial statement, 
his responsibility ceases when he draws attention to this in his certificate 
and in many instances management is quite satisfied in having the problem 
handled in this way. However, our objective is to build up public confi 
dence in our statements and observing legal and technical proprieties will 
not accomplish this. The public will rightly be confused in its under 
standing of statements when management in whom it places its confidence 
cannot obtain the support of the auditors in whom it is asked to rely. 

The survey conducted by the Opinion Research Corporation comes 
to this conclusion of the public understanding of financial statements: 

1. That it has an erroneous impression of the amount of profit 
made by business firms. 
That a considerable section of the public does not understand 


the terms in which business reports are given, even though 


¥ 


they are sanctioned by long use. 

3. That a substantial percentage of the public distrust financial 

statements of business 

Revisions and improvements in the form of financial statements alone 
cannot correct these erroneous opinions held by the public regarding the 
financial operations of business. To do this all the techniques of our 
advertising and sales promotion practitioners are required. The press. 
tadio and public discussion must play their part in helping to form and 
mould public opinion so that it comes to have a knowledge of the real 
facts to replace the ignorance, half-truths and misconceptions which are 
so prevalent to-day. The basic information from which the facts are to 
be obtained, however, must come from the financial statements. We must 
therefore take constructive steps to improve the methods of telling our story 
so that the greatest use of the information may be made by those who have 
to pick up from there and carry on. 

It is generally agreed by business management and accountants that 
there is need for improvement in the form and presentation of financial 
statements. In view of this, the way is open for one of our accounting 
organizations—either representing business or the public accounting pro 
fession, or better still, a combination of both—to give leadership to a drive 
which would establish an improved form for the presentation of our finan- 
cial statements. If the improvement is left to time and evolution, we are 
only adding to the confusion in the public’s mind during the transition 
period. It is essential that there should be reasonable uniformity in financial 
statements and general acceptance of such an improved form now would 
be an important first step on the part of accountants as their contribution 
towards clearing up some of the misconceptions and wrong impressions 
existing in the minds of the public to-day regarding the financial operations 


of business. 
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Analysis of Financial Statements 


W. A. PATON, C.P.A., Ph.D., Litt.D., 
Professor of Accounting 


School of Business Administration, University of Michigan 


Mr. Thompson has given you an excellent paper and if I don’t ac- 
complish very much, if we add the two together, divide by two and strike 
an average, I don’t think it will work out too badly. I hoped in fact 
that he would say so many things I would disagree with that I would get 
pretty good substance for my talk from his remarks; but after that nice 
little puff he gave my article in the April issue of the Journal of Ac- 
countancy it would be rather ungracious for me to take advantage of him. 
Seriously, I didn’t find very much, in the part of the talk I heard, to 
disagree with, and I did find a great deal to approve of. I would like to 
say in the first place that his topic and mine are so very closely related 
that they practically constitute a single subject. The first step in the analysis 
of statements, certainly, is in the process of preparation. I believe you 
will all agree that presentation and form involve analysis. I often try to 
make that point in my classes. The moment you start selecting titles and 
making arrangements you are engaged in the business of analysis. 

In this connection I’d like to indicate what I consider to be the basic 
function of accounting. There are two fundamental mental processes: 
(1) measuring phenomena; (2) communicating impressions about the 
measurements. All of the subjects we study in the universities that are really 
worth while emphasize one or both of these processes. Two good examples 
are English composition and mathematics. But accounting also meets 
the test; accounting emphasizes both processes. Accounting consists essen- 
tially of the effort to measure, array, and communicate in the hope of 
developing patterns of thinking that will be more helpful in the guidance 
of our affairs than the patterns which otherwise might develop. Another 
way of putting it is: the function of accounting is to furnish at least a 
large part of the ideas and techniques which will enable us to understand 
our economic system. I yield to no one in the importance of function 
when we conceive of accounting in that way, because that is certainly 
the crying need of the present time, as Mr. Thompson brought out. Even 
to an old cynic like myself it is amazing at times to discover how com- 
pletely uninformed and misinformed we are on the most elementary facts 
of business. At this particular cross roads, when business is under a good 
deal of fire and there is a question as to whether we are going to go com- 
pletely state socialist or not, it seems to me that it is extremely important 
to those interested in the economic fabric to make a very serious effort to 
acquaint people with the basic facts. There are many uncertainties in busi- 
ness but I think there are some things which can be determined and with 
which people might become acquainted, and the prevailing ignorance which 
has been coming to light and which seems to me to be increasing if anything 
is really staggering. 


303 








COST AND MANAGEMENT 


I can’t resist taking a moment or two to comment on one or two things 
Mr. Thompson mentioned. (I may take the wind out of the sails of those 
who want to discuss his paper but I may not get another chance.) With 
respect to consolidated statements I would just like to say that at this point 
I am more conservative than most. I am very skeptical about the uses to 
which we put consolidated statements and the extent to which consolidated 
statements have been developed. I consider consolidated statements dis- 
tinctly a supplementary device, not a substitute for the statements of the 
legal entities. If you have two or more corporations, you have two or 
more corporations, and no amount of talk about ‘“‘mere corporate entities’’ 
will eliminate that fact. They are frequently organized in separate states; 
they have their separate obligations and rights. I think that we in the 
States make far too much use of consolidated statements. A consolidated 
statement is nothing but a statement made under an assumption which is 
not the truth. Hence it is a striking example of a hypothetical or “as if” 
statement. A and B actually aren’t unincorporated departments; they are 
actually separate corporations, and even if there is a very wide overlapping 
of stock ownership there are often minority interests, separate creditors, 
frequently separate customers, separate employees. I submit that many of 
the ratios in consolidated statements taken at face value (when eight or 
ten companies are folded in together) are frequently very confusing and 
misleading. I would always like to see the legal statement of the parent 
company given the prominent position and then this “as if” statement 
published as a supplement if at all. But that’s a big subject and I just 
want to express a note of caution and indicate perhaps a slightly different 
attitude in this connection 

On this matter of new terminology I am with him 100%. It 1s just 
absolutely ridiculous to go on using terms we know will be constantly mis- 
understood. There isn’t too much chance that many people will under 
stand us anyhow; I am not too optimistic about that. But if we know 
positively we will be misunderstood when we use certain terms we had better 
abandon them. I hear professors at the University of Michigan talk just 
as silly as some of these people you refer to in these labor-management 
arguments. I heard a professor say one day (a professor of English; that is 
where we find a great many of our nuts)-—he had got hold of a corporate 
statement—‘‘look at that surplus of $27,516,813.22” (or whatever it was) 
“Why is it? It’s the equity of the public!” He didn’t say the equity of 
the employees; he said the equity of the public. He was one of these state 
socialists of whom you probably have plenty right here in Windsor. We’ve 
got plenty of them to contend with and I might say right now what you 
perhaps already suspect, that I don’t happen to be of that particular cult. 
I went over all that state socialism when a young man. Now at the age 
of 60 I have given it up. I have collected a lot of evidence which makes 
me think it’s not the road to a grand standard of living for all of us, but 
a road back to that time when there wasn’t any expression of standard of 
living in the vocabulary, and nobody had bathtubs. Even the Archbishop 
of Canterbury was covered with lice a couple hundred years ago and the 
only way he had to keep himself warm was by piling on another suit of 
clothes. And he was one of the bigwigs! But after one hundred and 
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fifty years of this so-called Capitalism we have at least quite a few bathtubs 
scattered around and some first-rate delousing apparatus. A lot of our 
socialist friends want to rush back to that old situation we had for three 
thousand years. Actually it is the state socialist, the collectivist, who is 
the reactionary. He’s the guy who wants to go back to the system that 
we had countless generations of. 

I felt like jumping up and applauding a number of times when Mr. 
Thompson was speaking as he was recommending some of the things I have 
been trying to preach for quite a while without making much headway. 
I am certainly glad to see professional men taking an interest in this ques- 
tion of improved terminology. I, too, wish we could find a different ex- 
pression for this word “reserve.”” Mr. Thompson pointed out that reserves 
for depreciation ought not to be on the right-hand side of balance sheets 
and I think most of us agree with him, although the public utilities don’t 
all feel that way about it. Professor Hatfield said many years ago that the 
depreciation reserve merely represents the hole in the donut, so putting 
them over on the liabilities side is naturally pretty confusing. They are 
estimated holes, it is true. I sometimes think that if we just credited the 
plant account directly and quit fooling around with this contra account 
we would be clearer. Certainly those reserves should not be shown in an 
ambiguous position on the right-hand side of the balance sheet. 


I am also with you on the reserve for contingencies. I have stuck 
my neck out on that one a good many times in the past without much luck. 
After all the stockholders’ equity in total is simply a reserve for bankruptcy. 
On a rosy Saturday you could think of it as something else, but on a blue 
Monday you might view it as a reserve for bankruptcy. This business of 
setting up a reserve for contingencies is simply taking a piece of the stock- 
holders’ equity and segregating it, as if it were in a particularly vulnerable 
position. Possibly you think you see a cloud in the sky no bigger than a 
man’s hand, as the Good Book says, that’s warning of a storm ahead. 
Well, there may be many big storms ahead. I think this policy tends to 
lull people, even management, into the notion that they have somehow 
protected themselves. Actually you have not protected yourself one iota 
if you even call the entire stockholders’ equity a reserve for bankruptcy or 


reserve for contingency, or something of the sort. 


There were numerous other suggestions Mr. Thompson made thar I 
feel like specifically approving here, but I won’t continue in that direction. 
There is, however, one additional comment I might make regarding the 
form of the income statement. These forms of statements that he shows 
I think are well worth studying. Caterpillar Tractor is one of the companies 
getting on this particular beam a few years ago and I am pleased to see 
a number of other companies experimenting along similar lines. I don’t 
know that I deserve any credit for the movement, but I did urge revision 
of the income statement in an article in the Journal of Accountancy a few 
years ago. I got stirred into writing this by a remark Mr. Henderson— 
the great Leon Henderson—made over the radio. He said that corporate 
profits were “up 400%” over the preceding year. A little later on in his 
remarks, lowering his voice considerably, he said that his figures were “‘be- 
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fore taxes,” and then he hustled right on to something else. That’s like 
leaving Hamlet out of the play. Right here in Detroit at the time were 
companies that had net before taxes $45,000,000 and then a net after 
taxes of say $5,000,000, the very year he was talking about. The Daily 
Worker the next day headlined his talk in New York “American Companies 
Have Increased Profits 400%” and they didn’t even mention the qualifica- 


” 


tion “before taxes.’ I thought then that something certainly ought to be 
done to stir up some revision of the income statement, and I drafted a form 
in my article in the Journal of Accountancy that was similar to the form 
recommended here to-day. I don’t imagine anyone paid any attention to 
my suggestion, but the fact remains that quite a number of corporations 
have been revamping the form of their income statements in recent years 
and I think the development is very much worth while. 


One point about that statement of U.S. Steel that Mr. Thompson didn’t 
take time to mention is that the expenses are classified in kind rather than 
in terms of functional cost accounting groupings. Of course, they have 
their functional cost arrangements, but for statement purposes the costs 
are regrouped into what some people call the natural classification. Pay- 
ments to employees, payment to outsiders, taxes, use of facilities—these 
are the kinds of headings used and you will notice that there was nothing 
about cost of goods sold, general administrative expense, selling expense, 
or anything of that kind. 


Well, there are a few things that I thought of saying to you folks 
under the head of analysis. I don’t want to take up too much of your time 
and I have already done so perhaps with these preliminary remarks and 
references to Mr. Thompson’s paper. A couple of things lately have stirred 
me into thinking about certain lines of analysis that have been generally 
neglected, at least until very recently. Professor Blackett stopped into my 
office the other day; he is our professor of business statistics, a very fine 
fellow. He has never had the misfortune of having any training in ac- 
counting, but he knows what’s what. He said: “Bill, what on earth is the 
matter with the accountants?’”’ I admitted plenty was the matter. He went 
on to say that he had been looking over financial statements and had seen 
no sign, anywhere, anytime, of accountants being cognizant of index num- 
bers, and he wondered why we were so benighted, as no self-respecting 
statistician would think of dealing with trade statistics or anything else for 
one moment without index numbers. I admitted that we were weak in this 
area but that occasionally a brave soul among accountants took a shot 
at that. The first article I remember reading on this was one by a chap 
named Livingston Middleditch written over 30 years ago in the Journal 
of Accountancy and its title was “Should Accounts Reflect the Changing 
Value of the Dollar.’ Every little while somebody comes up with the 
notion that he has discovered something new there and if I wanted to take 
the time to do it, I could recite to you a fairly long bibliography on the 
subject written by accountants, strange as it may seem. Of course these 
efforts have been scattered, and very few people have paid any attention 
to them. The most extensive published work in this field is ‘Stabilized 
Accounting,” by H. W. Sweeney, partner in a public accounting firm in 
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New York City. Sweeney made some trips to Germany after World War I 
and was very much impressed with the difficulties they had in getting 
their trillions of marks on an ordinary sheet of paper, and by the fact 
that a new waste basket cost many more marks than the whole plant did 
previously. Yes, there is a literature in this field, and I commend it to you. 
If anybody wants to get some of the references and can’t find them drop 
me a post card and I will send them to you. I told Professor Blackett 
something about this literature. I might add that the first speech I ever 
made on accounting before a public group was on that subject, and the 
head of our department chided me for it. He said: ‘“Haven’t you learned 
yet that in accounting we deal with nothing except what comes through 
on vouchers or pieces of paper, and here you are branching off into a lot 
of stuff that sounds like economics instead of accounting.” Now I per- 
sonally think that this is one of the things that accountants need to study: 
economics. We need to get a little of good Alfred Marshall economics 


into our heads, as a means of making our professional work more useful. 


I agree with Professor Blackett, that we have had a very considerable 
change in the level of the monetary lake. When the economic system is 
functioning properly there is a continuing movement in the fabric of prices, 
but the whole level isn’t suddenly going way up or going way down. But 
between 1939 and the present, not back very far, in the United States we 
have had a movement of prices that has cut the dollar in half; we have a 
fifty-cent dollar. It depends on the index you use, but that is about the 


situation. 


In addition to my visit with Professor Blackett, there was another little 
incident that spurred my thinking. I have one class in which I always 
pass out samples of financial statements recently published. This year I 
passed out two. One of them was a very ordinary-looking statement of a 
very important company. I won’t name the company although there is no 
particular reason why I shouldn’t. There were no fancy pictures in it but 
it was a pretty good report from an accounting standpoint, and used some 
interesting terminology along the newer lines. Then to brighten the land- 
scape a little I gave them a statement of another important company that had 
some pictures of bathing beauties in it and a lot of stuff with which they 
are trimming up statements nowadays. I wouldn’t have put it in just 
for the bathing beauties, even though this is a class largely of men, but it 
also illustrated some new terminology and new arrangements of data. Well, 
we started looking at the first one, and one of the boys stuck up his hand. 
He said that there was something about the balance sheet that puzzled him. 
To quote the student: “I always thought this was one of the largest manu- 
facturing companies in the world but as I look the balance sheet over it 
doesn’t seem to pan out that way. I notice up here that in current assets 
are cash and marketable securities, $250,000,000, and then I notice that 
down under plant is a net book value of only $100,000,000. It appears to 
be an outfit holding government bonds and cash rather than a manufac- 
turing company.’ He didn’t realize that that is how a lot of companies 
look nowadays. I said: “You’ve put your finger on a very interesting 
distortion; and the statement as it stands is downright misleading. It has 
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some good terminology in it but in many ways it isn’t worth the paper 
it is written on. Those footings at the bottom of the balance sheet are 
absolutely meaningless. The top part of the statement reports current 
dollars; fifty-cent dollars. It shows current assets and current liabilities, 
and with respect to such factors there is a rapid adjustment to present-day 
dollars. On the other hand the plant account of this company is reported 
in old dollars, mostly prewar dollars. If stated in replacement costs the 
amount would be in the neighborhood of $350,000,000 instead of $100,- 
000,000, and the footings of the balance sheet would be about 250 million 
larger.” I pointed the situation out to them in that way. As a matter 
of fact there is a paragraph in that company’s report that the student hadn’t 
read that did say a little something on the question. I then pointed out 
that there was an account over on the right-hand side of the balance sheet 
correspondingly misstated — the stockholders’ equity. The stockholders’ 
equity was being stated at a great deal less than the number of present-day 


dollars actually invested in the company. If these state socialists are going 





to take us over, now would be an excellent time to do so—at book values. 

I was quite impressed with the reaction of these students as they were 
an advanced class, a good group, 26 or 27 years old mostly. These students 
realized that there was something wrong, but they weren’t sophisticated 
enough to know exactly what the trouble was. 

Now another little thing happened to attract my attention. We have 
a college paper at the University of Michigan called the Michigan Daily, 
like most college papers run by a bunch of Reds. I suspect that some of 
them are on the Moscow payroll. At any rate it is the fellow traveller crowd 
that muscles in and takes over the college paper, and the so-called editorials 
have a pattern that would be laughable if it weren’t for the fact that they 
can do a lot of damage. These editorial tirades usually show almost com- 
plete lack of information, or a deliberate twisting of information. We 
had one recently that told about a corporate report the writer had picked 
up. He didn’t name the comrany, but I do not doubt that he had seen a 
corporate report somewhere. In this particular case, the company reported 
a net income of 17 million and some odd dollars and cents. That is the 
only fact that the writer quoted in his editorial, so-called, and he went into 
a regular soapbox oration, with remarks about “profiteering,” ‘“‘gouging,” 
“gorging,”’ “greatest profits in history,’ and so on—with no suggestion 
of a basis for any of his statements. This episode set me to thinking again 
about a very important fact about business that we do very little to disclose. 
Statistics in the States at any rate on this subject are extremely scattering 
and unsatisfactory. The fact I have in mind is earning power. The total 
dollars of net income don’r mean much of anything; it is only when net 
income is related to other significant figures one has some basis for inter 
pretation, some basis for sizing the situation up as to whether they had a 
good year or a bad year. We don’t do much of a job in measuring earning 
power. Suppose that in the case of one of the companies I mentioned 
earlier, which made 9 or 10 dollars a share last year, an earning-power 
figure had been computed based on average assets employed. What would 
we have found? An earning rate that was just about twice as high as they 
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were actually making because of that distortion that I previously referred 
to. I am quite worried about that kind of a situation because you all know 
that there is a tendency nowadays to refer to earning power without knowing 
the facts and to talk about ability to pay wages and all that kind of thing 
without adequate data or understanding. I am not against high wages. 
I have worked just as hard as most people have, and have done a lot of 
dirty work too. I would like to see some of our present-day bricklayers 
follow me around when I was a youngster. They lay about 300 bricks a 
day in public construction now in Michigan, and in the old- days 1,000- 
1,200 was not considered an extraordinary showing per day. In fact it 
wears a person out to putter along and hold himself down to 300 bricks 
a day. That’s a hard job. In my opinion soldiering and featherbedding 
are not in the interest of workers in the long run and support of such 
policies does not rest on a solid foundation. Certainly we can’t consume 
any more than we produce and if all soldier the average output and the 
average standard of living are bound to fall. There is a tremendous amount 
of confusion in the air regarding this fundamental question. And labor 
leaders are not the only ones who are advancing unsound ideas and giving 
evidence of short-sighted and confused thinking. In general the average 
business man is just as full of economic fallacies as the average trade-union 
leader. There isn’t much difference. The business man gives lip service 
to private enterprises but he does a very poor job of analyzing what it 
really takes to make private enterprise tick and proceeding conscientiously 
in accordance with those basic ideas. He is always talking about competi- 
tion, but it is competition for the other fellow. I want to throw the brickbats 
here in both directions; I don’t hold any brief against any particular labor 
group or for any particular business group as such. There is a tremendous 
mass of misinformation and misconception and narrow confused thinking 
all along the line. But I do think that accountants have a great opportunity 
here, if we can measure up to it, in gradually helping to clear things up. 
You can’t do it in a minute. Computation of rate of return or earning 
power is one point that deserves further study. At present very few com- 
panies figure it at all, and if they did figure it with their present data it 
would be misleading. There isn’t much use computing earning rate if 
the result isn’t going to mean anything. But it is being carelessly computed 
here and there and I think we must make an effort to improve the situation 
if any dent is to be made in the widespread misinformation regarding the 
prevailing level of corporate earnings. Here is one of the reasons that 
in the April article Mr. Thompson referred to I spoke out rather strongly 
against understatement of assets. With understatement of resources you are 
bound to have overstatement of the rate or level of earnings. 

So much for rate of return and balance-sheet distortion. There is 
another angle that deserves attention. In the current discussion of the 
limitations of the income statement there has been evidenced a good deal 
of anxiety on the part of management not to show too much income, and as 
Mr. Thompson pointed out the reserve for contingencies has been used by 
some as a means of reducing reported income. Of late particular interest 


has been directed to the subject of depreciation in relation to income 
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measurement. In pamphlets, trade association material, magazine articles, 
and in the newspapers there has been considerable discussion of the possi- 
bility of placing depreciation on a replacement basis, so as to avoid over 
statement of earnings. The Committee on Accounting Procedure of the 
American Institute of Accountants, of which I have been a member for 
quite a few years, has been considering the subject, and has issued a pre- 
liminary statement. There is a widespread feeling that something is wrong 
with conventional accounting at this point and that something must be done. 
One suggestion made by several accountants contemplates the possible use 
of index numbers as a basis for restating plant costs and depreciation. 


Undoubtedly there is a serious problem here, which should not be 
brushed aside by the accountant. It deserves careful study. One thing 
seems clear: higher depreciation charges can’t be pulled out of the air 
and loaded into income statements. Any procedure employed to revise 
conventional accounting must be well thought out and systematically ap- 
plied within a sound framework. In this connection management and 
possibly accountants too tend to confuse two processes. One is the process 
of measuring the performance of the business for the year, measuring 
the income performance. That is one thing. The other is the process 
of administering such funds as business comes into the possession of during 
the year or had available at the beginning of the year. I consider that a 
somewhat separate process and I think some of the debates, and some 
of the confusion, can be resolved at least in part along that line. Some 
folks seem to imply that when you measure income performance you are 
compelled to pay dividends based on that performance, which doesn’t follow 
at all. So I bespeak a little more careful separation of those two chores 
in business.) They are connected, but I don’t think they are the same 
thing. They shouldn’t be identified in our accounting discussion or in 
our accounting thinking. In this connection I have been experimenting 
lately with a particular form of the statement of funds. The statement 
of funds has had quite a checkered history. Many years ago Professor 
Cole of Harvard University developed a statement of this type. He called 
it the “where got, where gone statement,’ a rather expressive label. This 
early type of funds statement was simply a rearrangement of the changes 
in a comparative balance sheet. It wasn’t too satisfactory, but we played 
around with it for a while, and had quite strenuous arguments in the Journal 
of Accountancy about the handling of bad debts and related items. Then 
interest in this kind of reporting waned, although a few companies, e.g., 
the United States Steel Corporation, issued a statement of this kind for 
many years. As I said, my interest in this type of statement has been 
revived recently, and I have begun to think that maybe the statement of 
funds, properly prepared, is part of the answer to our present problem. 
Perhaps this form of statement should be one of the regular statements, 
perhaps it should even be the important one, with the balance sheet and 
income statement treated as supplementary. I am just suggesting the way 
my thoughts have been running, and am not attempting to draw any definite 


conclusion. I have been experimenting with arrangement of data in such 
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a statement. 


in one of my classes: 


DATA FOR FUNDS STATEMENT 


Debits 


Cash 

Accounts Receivable—Face Value 
Inventories—Cost 

Current Prepayments 

Stock in Rajah Tool Co.—Cost 
Land 

Buildings and Equipment—Cost 
Patents—Cost 


Deficit 


Credits 


Accounts Payable 

Wages, Taxes, and Other Accrued Liabilities 

Notes Payable (non-current) 

Debenture Bonds 

Premium on Debenture Bonds 

Capital Stock Common—Stated Value 

Capital Surplus (paid in by common 
stockholders) 

Capital Stock Preferred (non-cumulative) 
Par 

Premium on Preferred Stock 

Reserve for Bad Debts 

Reserve for Contingencies 

Reserve for Depreciation of Plant 

Reserve for Amortization of Patents 

Reserve for Decline in Value of Rajah Tool 
Co. Stock 

Surplus from Appreciation of Land 


Income Statement Data, Calendar Year, 1947 


Sales 
Sales Discounts 
Profit on retirement of preferred shares 


Write-down of Rajah Tool Co. stock 


Manufacturing cost (including retirement loss) 


Marketing expenses 
General and administrative expenses 
Taxes 


Following is an illustration based on a problem I used recently 




















12/31/46 12/31/47 
$ 800,000 $ 400,000 
175,000 200,000 
400,000 350,000 
20,000 25,000 
200,000 200,000 
125,000 200,000 
600,000 1,300,000 
250,000 250,000 
25,000 170,000 

$ 2,595,000 $ 3,095,000 
12/31/46 12/31/47 
$ 200,000 $ 300,000 
92,500 100,000 
195,000 395,500 
100,000 100,000 
5,000 4,500 
1,100,000 1,150,000 
275,000 287,500 
500,000 400,000 
25,000 20,000 
15,000 20,000 
50,000 30,000 
25,000 100,000 
12,500 37,500 
100,000 

50,000 

$ 2,595,000 $ 3,095,000 
$ 1,605,000 

30,000 

10,000 

100,000 

1,000,000 

250,000 

300,000 

55,000 

25,000 


Interest charges (exclusive of premium amortization) 
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ANALYSIS OF STATEMENTS 
Other Data 

(1) The Company began operation July Ist, 1946. (2) Of the cash 
on hand 12/31/46 it was then expected to use the amount of $500,000 for 
construction of plant and acquisition of equipment. (3) Depreciation in 
inventories 12/31/46 amounted to $8,000; no amortization of patents is 
included in inventories as reported. (4) Fair market value of Rajah Tool 
Co. stock 12/31/47 was $100,000. (5) In 1947 an additional parcel of 
land was purchased at a cost of $25,000. (6) Equipment which cost $50,000 
was sold in 1947 for $15,000 cash; accrued depreciation on this property 
to date of retirement was $5,000; there were no other retirements in 1947. 
(7) Expenditures incurred in repairing storm damage to plant in 1947, 
$20,000, was charged to reserve for contingencies. (8) The preferred stock 
issued in 1946 was issued just at the end of the year; no dividends have 
been yet declared on this stock; at the end of 1947 shares with a par value 
of $100,000 were acquired for a cash payment of $95,000. (9) Deprecia- 
tion in inventories 12/31/47 amounted to $7,000; all of the goods on 
hand 12/31/47 were produced during 1947. (10) Land appreciation was 
recognized at end of 1947. 

(See statement P. 311.) 


This form of statement involves a complete integration of comparative 
balance sheet data and the facts of the intervening income statement. 
Various hypotheses as to origins and uses of funds are employed. It is 
assumed, for example, that dividends may be derived from the balance of 
receipts from customers after meeting all current expenditures (in the sense 
of drain on working capital, taking into account increases in current lia- 
bilities) plus funds derived from liquidation of fixed assets. Preparation of 
such a statement, it should be noted, requires the use of supplementary 
data regarding plant additions, retirements, etc. 

I would like now to comment somewhat further on the question of the 
change in the value of money and the possible use of index numbers in 
accounting. This problem certainly deserves serious consideration, and you 
might begin by studying Sweeney’s book to which I referred earlier. It’s 
rather heavy reading but the first few chapters aren’t too tough. I com- 
mend it to your attention. We have got to probe this phenomenon of 
changing monetary units more carefully. We must learn to be open- 
minded students of economics. We have got to throw off the stackles of 
convention and tradition to some extent. Now, that doesn’t mean that we 
should immediately conclude that all old rules and ideas are foolish. That 
is going to the other extreme. I stand between the radical and conservative 
on this business of making changes. I’m willing to contemplate changes 
but I am not too eager to make them unless I can make quite a case for 
them. I think that’s the sort of questioning attitude that accountants 
should have and they certainly ought to be willing to examine the problem. 
Some of my accounting friends say: “Well, we have never done anything 
like that’? and that seems to close the discussion. I don’t think such a 
comment should close the discussion of accounting matters. If you use 
tradition as a road block to further consideration there will be no profes- 
sional growth. 
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Let me give you one or two examples of things accountants might do 
along the line of index number accounting. I would like to see a start made, 
at least in a small way, in annual reports. Take this question. Suppose 
you have on hand one hundred million dollars in cash at the beginning 
of the year and suppose that your average cash balance doesn’t fall below 
that all during the year. You have had one hundred million dollars then 
of the stockholders’ money tied up in cash all through the year. In a 
year when prices are going up steadily do you realize that there is a more 
or less serious loss incurred in connection with such a holding? Well, of 
course we all realize it but I have never seen it computed in connection 
with any financial statement. That is one of those accounts, the cash 
account, which automatically adjust itself. At the end of the year it shows 
the current legal dollars on hand. The account is then correct. The ac- 
count was correct at the beginning of the year. We don’t need any ad- 
justing entries. But our comparison of the balance of the account at the 
beginning of the year with the balance at the end of the year is absolutely 
false. One of the most important losses that a business may suffer over a 
period of five years is right in the cash account. Most of the textbooks 
say “That’s an asset that never changes and hence there is no loss or gain 
in connection with cash.”’ Actually cash is one of the most speculative assets. 
This is true of any claim to dollars. The “E” bonds that I bought con- 
scientiously (and am still hanging on to because I am ashamed to sell 
them) are a speculative asset and I am taking a licking on them right along. 
I think at times I don’t fully realize what a beating I am taking. Every 
corporation that is holding government securities that they acquired with 
more expensive dollars in 40 and ’41 has likewise suffered a considerable 
loss of purchasing power. In other words, we have all actually been suf- 
fering heavy, real losses in connection with holdings of cash and marketable 
securities—the very assets that accounting regularly assumes are stable, de- 
pendable, not subject to loss. Here is a serious limitation of accounting 


not ordinarily noticed even in discussion of accounting limitations. 


Or take the case of ordinary long-term corporate bonds. Did you ever 
stop to think that the investor in such bonds is the speculator supreme of 
our society, whereas he thinks he is one of those of the conservative faith? 
Actually he is right out playing the ponies. What he is doing is entering 
into a long-run speculation in the value of money — one of the most 
hazardous speculations in American society that I know of. It is hazardous 
from the standpoint of the issuing company; it is hazardous from the 
standpoint of the bondholder. If a company borrows a hundred million 
dollars when dollars happen to be relatively low in their purchasing power 
aspect and then that loan comes due when the dollars are a lot more potent, 
that one thing alone may break a company. I believe that statement can 
be demonstrated in certain historical cases. I can show you railroads that 
thought they were in the railroad business but actually for many years 
all they were doing was speculating in the value of money through bonds 
outstanding. The most important financial fact over a 20-year period was 
not railroad operation but the change in the value of the money that applied 


to their bond account. Have you ever seen any mention made of that in any 
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financial statements? Why, we haven’t scratched the surface of this thing. 
These monetary movements are actual and important facts. I remember 
the case of a hotel company. They thought they were in the hotel business 
but it turned out when they finally liquidated the business that what they 
had actually been in the business of, was holding a piece of real estate 
The profit in dollars that they finally made when they disposed of their 
property overshadowed completely the hotel profit through all the years 
they thought they were operating a hotel. No accountant had ever referred 
to it during that entire history and no manager had ever taken a look at 
it during that entire history. The changing value of their land was more 
significant than any other thing that had happened to them. It was a fact 
It wasn’t just somebody’s imagination. It was the outstanding and im- 
portant financial fact about that particular business, and was never referred 
to in a single one of its reports until finally they liquidated the business. 
Then it slapped them in the face and it had to be reported more or less. 
Why, we haven’t started doing the things that we might do to explain or 
measure economic phenomena. 

Now I realize that the debit and credit structure of the general ledger 
doesn’t lend itself readily to recognition of the kinds of happenings that 
I am suggesting. But accounting isn’t just a general ledger. Accounting 
is the art or science and technique of measuring and communicating the 
economic phenomena of business enterprise. We ought to start to free 
our hands and get into this question of analysis. We have been talking 
about analysis of financial statements for years and about all that is sug- 
gested in the textbooks is the computation of a few ratios. But there is a 
lot of good analysis that we could really get busy on. I don’t expect very 
many of you are going to be too much interested in these suggestions but 
I want to tell you if this field of ours is going to measure up to its possi 
bilities, we had better get interested. At least that is true if we feel we have 
any stake in promotion of more complete understanding. Managemenr 
itself often isn’c fully aware of the underlying economic movements in 
which they are involved, and we don’t help them too much in their thinking 
The pattern of thinking is tremendously affected by the commonplace 
things that surround you, and if we take for granted and keep on reporting 
a lot of things not really true, the thinking of management is bound to 
be warped and off the beam. I heard Boss Kettering talking one time on 
research (he certainly gives a marvelous talk) and one of the things chat 
impressed me most in his stories regarding rules that the engineers thought 
were absolutely perfect and proved beyond any possible question mark that 
have turned out not to be true in certain very important circumstances. 

I’ve been very much interested in this discussion about depreciation 
that has been going around, and I find that I am somewhat more radical 
than my public accounting friends in this particular subject, or at least 
somewhat more open-minded. I think that present-day depreciation figures 
are definite misleading. I would almost go so far as to say that they are 
misstatements. I would almost go so far as to say that they don’t even 
represent actual costs. My friends that I argue about this and they always 
fall back on this statement: ‘Well, we’ve got to show actual costs.” I chal- 
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lenge them on that. Suppose you bought a building back in 1939 for 
$100,000 and that you are talking to your friend Joe about it, and Joe 
says, “Well, Bill, what did the building cost you?” You throw out your 
chest a little and reply, ‘“One hundred thousand dollars, that building cost 
me $100,000.” ‘‘That’s a lot of money,” Joe says, and then you go on to 
the next subject. The chances are that you have completely misled him. 
The discussion is going on in May, 1948. Joe probably isn’t too smart a 
fellow but he is thinking roughly in terms of 1948 dollars. Most of us 
rather quickly, though roughly, develop our thinking in terms of current 
dollars. When you told Joe that you paid $100,000 for that building he 
was thinking about an economic measure, about 100,000 of 1948 dollars. 
What you should have told him was: “Well, Joe, it all depends on what 
you mean by cost. The actual number of 1939 dollars that I paid for this 
building is $100,000, but if you want to know what this building cost me 
in terms of this cheaper dollar which you are using nowadays, the correct 
answer is at least two or three times that.” I submit to you that recorded 
dollar costs are very important figures to start with, the best evidence of 
value that we have to start with, and it is value that is a significant thing, 
by the way, not cost. Economic significance, that is the significant thing 
Cost becomes important simply because it is the best evidence of economic 
significance that we have, generally, when we buy something. But as time 
goes on it can become definitely misleading, and that’s particularly true of 
fixed assets. The other stuff turns over fast enough so that it’s less true 
there. At present, most of our depreciation accounting isn’t of any signifi- 
cance at all, except for tax returns. It doesn’t have any real meaning to 
anybody; it is definitely misleading. Don’t tell me that it is not important. 
Take a business where depreciation is only 5% of gross revenue or even 
3% (In the utilities ic is likely to run to more than that, 10 or 15%.) 
But assume a case where depreciation is only 3% of gross, it is quite likely 
that it is a very large percentage of net earnings. If net income, for 
example, is only 1% of gross—as is sometimes the case—and depreciation 
is 2% of gross an increase in the depreciation charge of 50% would wipe 
out net entirely and a doubling of the depreciation charge would show that 
the business was operating at a loss. I'll admit that that’s a somewhat 
extreme case but I could name some very large companies where that con- 
dition obtains. Depreciation is important in its relation to the net income 
figure. If depreciation as recorded is only half of what it should be we 
may be operating at a loss when we are reporting a profit. And I submit 
that we may be operating at a loss, when our accounts have been showing 
a profit, if we include in expenses only actual costs—meaning by cost 
economic sacrifice. Cost doesn’t mean anything if it just means some 
figures on a piece of paper. The term must have some content back of it. 
When you drag 1920, 1930, 1935, 1940 dollars into a present-day income 
statement, with your sales dated in terms of current dollars and most of 
the rest of your costs stated in terms of current dollars, you simply don’t 
have a correct statement. 

That subject needs a lot more attention. Accountants are missing an 


opportunity. By not having any formula, by not having any system, but 
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just going around pooh poohing, and turning tumbs down and trying to 
shut folks up, we are opening the door to all kinds of careless, uninformed, 
unreasonable adjustments. Some of these companies, some important ones, 
have made adjustments in spite of their public accountants, the last year 
or two, that I think were very carelessly and improperly made. We should 
have some way of dealing with this problem. Management knew something 
was wrong with the conventional income statement. They were right, there 
was something wrong. They didn’t know how to fix it and we insisted it 
was alright, so they went ahead and fixed it their own way, doing a crude 
job. The surest way to get bad practice developed is not to be resourceful 
in our accounting. That is the way to get wild appraisals back into the 
situation. I don’t have anything against appraisers as such, we are all 
appraisers in one sense of the word. But the surest way to get careless 
appraisals into the picture is to have no accounting control of this thing. 

Now I think we should very seriously consider one of three things, right 
this year, we ought to have done it last year. We’re slower than molasses 
in January waking up to what we should do. One thing that we might 
do, the least we should do, would be to modify our internal cost calcula- 
tions; in this area there is nothing to prevent making adjustment for reason- 
able estimates of the changing value of money, for the purpose of showing 
true cost. There is a chance for debate there but I won’t go into that. 
We have lots of paper still, thanks to the Canadian pulp, and we can get 
our pencils out and do some figuring. This way we can do some experi- 
menting with index numbers, and we might find it child’s play to learn 
something about index numbers. We can make these calculations, and we 
can show them to the influential people. We can say “Here are the 
conventional recorded costs and here are adjustments that show what is 


) 


really what, in this situation.” There is no reason at all why that kind of 
thing shouldn’t be done in internal management; there is every reason why 
it should be. We are asleep at the switch not doing it. Some of our 
comparisons based on unadjusted book costs are terribly out of line because 
of the varying acquisition dates of the plant that is being used in the 
different departments. Now some of that sort of analysis could creep over 
to reports to the public to very good advantage, at least a few paragraphs 
of explanation. In addition to showing the conventional product of the 
accounts we could show a supplementary presentation. We could point out 
that conventional income statements are based more or less on income tax 
rules and tell about their own limitations. We could point out that the 
conventional depreciation charge is a figure which is not homogeneous 
with the rest of the figures. In one sense it is a misstatement. It is not 
stated correctly in terms of economic significance. If it is stated homo- 
geneously with the rest of the data here is the effect it would have on the 
net profit. Instead of having a profit of $13,718,522.15 we would have a 
loss of $3,954,156.45. That would be quite a significant change. I see 
no reason why we shouldn’t start doing this sort of thing in our annual 
statement. 


The second thing we might do, if we were to take this problem a 
little more seriously, would be to apply a technique that we began to work 
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out back in the 1920’s but never got thoroughly perfected. This is described 
in the Accountants’ Handbook, and may be referred to as the “compromise 
procedure.” Under this technique the adjustment is made through special 
accounts in the general ledgers—an integrated adjustment of both balance 
sheet and income-statement accounts. With this procedure recorded dolla: 
cost figures are retained in the accounts and supplementary accounts are 
employed to cover the necessary adjustments. An equity adjustment account 
is used to balance the revision of assets. This equity adjustment is trans 
ferred to income or earned surplus account just as fast as the increase in 
recorded asset dollars is charged to revenue, which restores earned surplus 


to the conventional legalistic basis. 


The third possibility, which I tend to favor, is the thoroughgoing 
revaluation or quasireorganization. I have been trying to get the Committee 
on Accounting Procedure of the American Institute of Accountants to make 
a statement on this subject, without much success. I would like to see an 
extension or development of the concept of the quasi or fresh start to cover 
all cases where recorded data are so far removed from actual economic 
conditions as to be misleading. Our system of accounting should have a 
safety factor in it, which would enable us to keep control of things even 
when there is such an extreme change in prices that recorded figures are 


no longer useful. I think the fresh start is the proper procedure. Now it is 


a commonplace in all textbooks that if a partnership is reorganized the 
assets should be revised to the current basis, but this concept has not gener 
ally been carried over to the corporation. Some accountants say that as 
long as you can write something off that’s a blessing but that you should 
never make an adjustment the other way. Some even suggest the extrems 
and extraordiriary view that if a plant was written off for tax return pur 
poses under certificates of necessity, under the wartime procedure we had 
in the States, that it is improper to show such assets in the accounts, even 
if they are of great importance in peacetime production. That certainly 
is letting the process of past recording tie your hands. According to that 
idea, if some one inherited property, it should not appear in his account: 
because it didn’t cost the legatee anything. Or a tancher out West, bringing 
in his sheep in the fall, shouldn’t let the new lambs in the corral because 
he couldn’t find purchase invoices for them. This, of course, would be 
stupid, and it is just as stupid to deny the existence of genuine assets be 
cause they have been fully amortized for tax purposes. When you have 
accretion, or change in beneficial interest, or major change in price levels, 
the existing accounts aren’t usually satisfactory, and where this is true an 
accounting adjustment is called for. Take this case I remember. A man 
owned practically all the stock of a corporation. He died, the way folks 
will, and the two sons had to hustle home from college before they got 
their degrees to keep the business on an even keel. Well, the corporation's 
accounts were not in good shape. The father, through the medium of 
the corporation, had bought a cypress swamp for $50,000 and had held 
it a great many years. Cypress has a habit of growing, grows quite fast in 
the South, and there was now half a million dollars of cypress that wasn’t 
on anybody’s books. That was only one thing that was out of kilter; there 
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were other things wrong. The boys thought they ought to patch up the 
accounts so they would mean something. But their public accountant said 
“No, you can’t recognize the value of the cypress as that would violate the 
basic principle of accounting to the effect that only costs may be recognized 
as long as there is no change in the legal entity.” They admitted if the com- 
pany sold out to another corporation the new company should show the 
current facts. This seems to me to be ridiculous. I see no reason why 
the accounts of the company should not be made as useful as possible. 
Is there any reason why accounts that aren’t useful can’t be made useful? 
Are we in that kind of a game? Now I’m not advocating changing the 
basis of accounting every rosy Saturday and revising them again in the 
other direction every blue Monday, or anything of that kind at all. I’m 
just saying that we ought to have a technique carefully worked out, care- 
fully controlled, with complete disclosure required and a good deal of 
formality, by which we could deal with cases that really need dealing with. 
Please think that over. When it comes to the question of actually making 
adjustment I would recommend caution. That is, I feel there should be a 
convincing case to justify a fresh start accountingwise. But there could be 
available a recognized procedure, with carefully developed criteria, under 
which a fresh start may be made when conditions clearly justify it. I’m 
inclined to feel that there are a lot of cases, right this minute, where the 
accounts are so inadequate, particularly with respect to depreciation, as 
to justify revision. 

I would like to leave this one general idea: I’m convinced from 
thinking about financial reporting and all that lies back of it that there 
is a lot of room for improvement and plenty of opportunity for analysis. 
And I do think that in a system of accounting that is based upon recorded 
cost, as our system is bound to be, a system that has limitations that are 
unavoidable to some extent, we should have techniques for making con- 
trolled and disclosed adjustments in circumstances where it has become clear 
that the figures that are recorded are misleading. Thanks a lot. 


DISCUSSION 
Q. Mr. Thompson. 

A short time ago I was seriously considering developing a talk along 
the line that possibly our whole approach to the income account is wrong, 
and was extremely interested in the thoughts developed by Professor Paton 
and his statement that traces the amount of money that comes into the 
business, the amount of money that goes out and what happens to that 
money. I think that is the most interesting story that business has to tell 
to-day. Not just so many dollars made, which is a very questionable basis 
by which to entirely judge a company’s financial operation, but to develop 
the real fact that the average business has not got enough money coming 
in to meet what has to go out, and as long as business keeps on spending 
more than it receives as it is doing to-day, due to additional capital require- 
ments for plant, inventories, etc., I don’t think we have to apologize as far 
as employees and the public are concerned for so-called business profits. 

I also enjoyed hearing the Professor’s remarks about fixed assets, 
and I agree with him wholeheartedly. The problem, of course, is what 
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shall we tell the shareholders. We said before that our job is to state facts 
The facts do not necessarily mean taking figures out of a general ledger. 
They are all the facts, economic and otherwise, and I am heartily in accord 
with Professor Paton’s views on this matter. 

I would like, Professor Paton, if you would be indulgent enough to 
clarify for me your remarks on consolidation. To me, if a company is 
made up of one part or four parts, forgetting for a moment minority 
interests, it is all one operation. I think in the majority of cases subsidiary 
companies should simply be non-existent. One enterprise, one operation 
If we were to give our shareholders only a statement of the so-called holding 
company with the larger part of its profits, its assets and its liabilities left 
in the statement of the subsidiaries and not reflected in the holding com- 
pany’s accounts, then we would deceive the shareholders and thoroughly 
confuse them. I consider it most important to bring out the true value 
of the holding company’s investments in all its subsidiaries. 


Comment on Mr. Thompson’s Question 


That's a big subject. I am not suggesting that I consider consolidated 
statements an improper thing or that they shouldn’t be prepared. I have 
had the impression that, in the States at any rate, we have extended their 
use unduly and without sufficient safeguards. I am thinking of a number 
of things, like this for instance: Suppose you have one very sick subsidiary, 
quite a large company, and another very successful subsidiary and that 
you fold these into a consolidated picture and the person that reads it 
thinks of an average successful company. It seems to me that that may 
be a rather unrealistic picture. I was also thinking of working capital 
ratios and things of that kind. The creditor’s claims, after all, rest on the 
assets of the particular subsidiary. There was a case in Grand Rapids, 
Michigan, a few years ago, where the creditors of a subsidiary company got 
badly confused. The stock of a certain company was owned entirely by 
a fairly well known holding company. The bondholders of the subsidiary, 
got it into their heads that their bonds were practically guaranteed by the 
holding company. Nothing of the kind was true, and finally one day the 
holding company got kind of sick of holding that stock and sold it to 
somebody. As soon as that news got out, the bonds dropped from 100 to 5, 
practically perpendicularly. The point was that the creditors had been 
looking at consolidated statements and getting the idea that they had some 
creditor claims in a great big family of assets and why worry. I am also 
interested in this thought of Mr. Thompson’s that the parent company’s 
statements in a group of closely affiliated companies just show the invest- 
ment accounts and even if they are adjusted to some extent (which I 
consider is debatable) you don’t see through them to the real assets, etc., 
lying back of them. It seems to me that one of the best ways to see through 
them is to get the statements from subsidiary companies and look at them, 
instead of getting a consolidated statement. If you take those investment 
accounts out of the parent company’s statement and substitute a whole 
cross-section of assets and liabilities of half a dozen subsidiaries, thoroughly 
mixed together, I sometimes question whether we are successful in looking 
through the investment accounts to the stuff that lies back of them. I 
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think that is particularly the case where there are quite a number of sub- 
sidiaries of different characteristics. Then, too, there are often subsidiaries 
of very different commercial character. I know of one case where one 
subsidiary that a company owned was a hotel in Chicago and another was 
a lead mine in Idaho, and I don’t think anything very helpful could be 
derived from a consolidated statement. Quit the contrary. I have always 
liked the practice of American Telephone and Telegraph which issues both 
the statements of the parent company and the statements of the Bell system. 
They don’t issue the statements of all the subsidiaries; it woud be too big 
a report. But the statements of the individual subsidiaries can be secured 
by anybody who is interested in following through that particular investment 
account. Now I am inclined to think that is preferable to doing what we 
so often do, substituting in the report the consolidated statement for a 
legalistic statement. The only thing you see is the consolidated statement, 
you don’t even know how many subsidiaries there are or what their names 
are. I would like also to say this as an offset to my remarks, that I think 
it makes a great deal of difference as to the nature of the ownership of 
the subsidiaries. In other words, suppose you have four or five companies 
that you formed yourself. That is, the parent company really caused these 
companies to be formed and they have a separate corporate existence 
because of certain legalistic conditions, state boundaries and what not. 
They are 100% owned, and with no independent creditors worth mention- 
ing. There is much more excuse for insisting upon a consolidated state- 
ment in that kind of a case than there is in the other case. It just so 
happens that I hold a minority view on this particular question. I am a 
conservative with respect to consolidated statements. I’m skeptical. I 
think even the consolidated tax return has its limitations. After all, if you 
want to merge, go ahead and merge. But if you have separate companies, 
you’ve got separate companies; and over in the States at any rate if you 
are organized in the State of Maine that is a very different thing from 
being organized in the State of Arizona. You have different laws, different 
obligations, etc. Hence it doesn’t seem to me we can waive the existence 
of the particular company accountingwise. I think American accountants 
are too fond of doing that, and I think there are a few instances where 
they have tended to get themselves into difficulty. It is a very debatable 
question and I wouldn’t want to say for a minute that I’ve got the best of 
this particular argument. I did feel like throwing out the suggestion that 
I happen to be among those who think these statements should be labelled 
“as if” statements. Here is the way I view the presenting of a consolidated 
statement: ‘Boys and girls, we have shown you the statement of a parent 
company. We can furnish the statements of the subsidiaries if you have 
to have them because we always have to get them together anyway. Now 
here is a hypothetical statement, here is an ‘as if’ statement. If there weren’t 
any independent companies (which there are, don’t forget that), if there 
weren’t any separate corporate entities, that is (which there are), if we were 
actually merged (which we are not), our statement would look about like 
this.” If you will do that I would be very happy. Have as many of them 


as you want 
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